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THE ADMINISTRATION’S PRESCRIPTION 
DRUG PROPOSAL 


THURSDAY, MAY 11, 2000 

House of Representatives, 

Committee on Ways and Means, 

Subcommittee on Health, 

Washington, D.C. 

The Subcommittee met, pursuant to call, at 9:31 a.m. in room 
1100, Longworth House Office Building, Hon. William M. Thomas, 
(Chairman of the Subcommittee) presiding. 

[The advisory announcing the hearing follows:] 


( 1 ) 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 

SUBCOMMITTEE ON HEALTH 

FOR IMMEDIATE RELEASE Contact: (202) 225-3943 

May 4, 2000 
No. HL-14 


Thomas Announces Hearing on 
Administration’s Prescription Drug Proposal 

Congressman Bill Thomas (R-CA), Chairman, Subcommittee on Health of the 
Committee on Ways and Means, today announced that the Subcommittee will hold 
a hearing on the Clinton Administration’s prescription drug proposal.T2The hearing 
will take place on Thursday, May 11, 2000, in the main Committee hearing room, 
1100 Longworth House Office Building, beginning at 9:30 a.m. 

In view of the limited time available to hear witnesses, oral testimony at this 
hearing will be from invited witnesses only. Witnesses will include representatives 
from the Administration, the Congressional Budget Office, as well as other inter- 
ested parties knowledgeable on the structure and financing of a Medicare prescrip- 
tion drug benefit. However, any individual or organization not scheduled for an oral 
appearance may submit a written statement for consideration by the Committee and 
for inclusion in the printed record of the hearing. 

BACKGROUND: 

Although Medicare currently offers a range of health care benefits, it differs sig- 
nificantly from other Federal health care programs and private sector health insur- 
ance in that it does not generally offer its enrollees coverage for outpatient prescrip- 
tion drugs. This is significant given that, on average, seniors currently spend in ex- 
cess of $600 annually on prescription drugs. However, in the absence of Medicare 
prescription drug coverage, beneficiaries have come to rely upon several other 
sources of prescription drug benefits, such as employer-sponsored retiree health in- 
surance, Medicaid or other State-sponsored health programs, and managed care 
plans offered through the Medicare+Choice program. In total, recent data indicates 
that approximately two-thirds of beneficiaries have coverage through these alternate 
sources, thus leaving more that 10 million beneficiaries without coverage. 

In February, the Administration presented a proposal in its budget to provide for 
a Medicare prescription drug benefit. Seniors would pay a monthly premium to en- 
roll in a new Part D program, in which beneficiaries and the Federal Government 
would split prescription drug costs up to a certain amount. This new program, ad- 
ministered by the Federal Government, would be accompanied by a proposed budg- 
etary reserve fund for catastrophic drug expenses starting in 2006, allocated only 
after Congress and the Administration agree on a structure to provide for these 
costs. 

In announcing the hearing. Chairman Thomas stated: “The purpose of this hear- 
ing is to examine the President’s proposal for providing prescription drug coverage 
for Medicare beneficiaries. Now that the President’s plan has been put into legisla- 
tive form and analyzed by the Congressional Budget Office, the Subcommittee can 
better understand the probable implications of the President’s approach to this vex- 
ing problem.” 
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FOCUS OF THE HEARING: 

The hearing will examine the Administration’s proposal to provide access to pre- 
scription drugs for Medicare beneficiaries and how it will affect the financing of 
Medicare and its implications for beneficiary care. 

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS: 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit six (6) single-spaced copies of their statement, 
along with an IBM compatible 3.5-inch diskette in WordPerfect or MS Word format, 
with their name, address, and hearing date noted on a label, by the close of busi- 
ness, Thursday, May 25, 2000 , to A.L. Singleton, Chief of Staff, Committee on Ways 
and Means, U.S. House of Representatives, 1102 Longworth House Office Building, 
Washington, D.C. 20515. If those filing written statements wish to have their state- 
ments distributed to the press and interested public at the hearing, they may de- 
liver 200 additional copies for this purpose to the Subcommittee on Health office, 
room 1136 Longworth House Office Building, by close of business the day before the 
hearing. 

FORMATTING REQUIREMENTS: 

Each statement presented for printing to the Committee hy a witness, any written statement 
or exhibit submitted for the printed record or any written comments in response to a request 
for written comments must conform to the guidelines listed below. Any statement or exhibit not 
in compliance with these guidelines will not be printed, but will be maintained in the Committee 
files for review and use by the Committee. 

1. All statements and any accompanying exhibits for printing must be submitted on an IBM 
compatible 3.5-inch diskette in WordPerfect or MS Word format, typed in single space and may 
not exceed a total of 10 pages including attachments. Witnesses are advised that the Committee 
will rely on electronic submissions for printing the official hearing record. 

2. Copies of whole documents submitted as exhibit material will not be accepted for printing. 
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material 
not meeting these specifications will be maintained in the Committee files for review and use 
by the Committee. 

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub- 
lic hearing, or submitting written comments in response to a published request for comments 
by the Committee, must include on his statement or submission a list of all clients, persons, 
or organizations on whose behalf the witness appears. 

4. A supplemental sheet must accompany each statement listing the name, company, address, 
telephone and fax numbers where the witness or the designated representative may be reached. 
This supplemental sheet will not be included in the printed record. 

The above restrictions and limitations apply only to material being submitted for printing. 
Statements and exhibits or supplementary material submitted solely for distribution to the 
Members, the press and the public during the course of a public hearing may be submitted in 
other forms. 


The Committee seeks to make its facilities accessible to persons with disabilities. 
If you are in need of special accommodations, please call 202-225-1721 or 202-226- 
3411 TTDATTY in advance of the event (four business days notice is requested). 
Questions with regard to special accommodation needs in general (including avail- 
ability of Committee materials in alternative formats) may be directed to the Com- 
mittee as noted above. 


Note: All Committee advisories and news releases are available on the World 
Wide Web at ‘http://www.waysandmeans.house.gov”. 


Chairman Thomas. The Subcommittee will come to order. 

Today the Subcommittee will continue its hearings on the impor- 
tant issue of expanding Medicare to provide coverage for outpatient 
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prescription drugs for Medicare beneficiaries. Today we will exam- 
ine the President’s proposal for addressing this problem. Every 
Member of this Committee understands the importance of this 
issue to Medicare beneficiaries. 

Increasingly, in today’s world medicines are the preferred method 
of treatment for a variety of ailments. This is particularly true for 
many chronic conditions that disproportionately impact the Medi- 
care benefit community. 

Nevertheless, since its inception in 1965, the Medicare Program 
has generally excluded coverage of outpatient prescription drugs; 
however, as care givers turn increasingly to many of today’s mir- 
acle drugs to manage chronic ailments and new and more-expen- 
sive biotech treatments come on the market, the financial pres- 
sures grow, caused by the Medicare Program’s lack of a drug ben- 
efit, and that pressure will only continue to grow. 

We have had a number of anecdotal examples of beneficiaries 
spending down life savings, forced to make difficult choices, and 
without the kind of protection that we have been discussing on 
both sides of the aisle, they are more frequently exposed to cata- 
strophic drug costs that can leave them destitute if they buy the 
drugs or create very difficult life choices, and, probably most insid- 
ious of all, practice one of the most negative aspects of current pre- 
scription drug medicine, and that is do it piecemeal — start a pro- 
gram and then determine their own regimen based upon finances 
rather than on medical efficacy. 

Seniors need a program of access to prescription drugs. Inciden- 
tally, the Medicare Program, as a whole, needs modernization so 
that we will be able to meet the needs of today’s retirees, but also 
those retiring in the future. This is why, in part, republicans an- 
nounced last month the outline of a plan to provide prescription 
drug benefit for Medicare beneficiaries and modernizations. 

We have pledged to Speaker Hastert that this Subcommittee will 
work closely to make sure that legislative language can be taken 
up by the House late this spring or early this summer. 

This, of course, brings us to today. The object of this particular 
hearing is to better understand and try to lean from the President’s 
proposal. 

Recently, there have been important developments on this issue. 
First, the President’s bill has been drafted into legislative lan- 
guage, and this is very helpful. It enables us to examine the details 
and better understand how the proposal would actually work. 

Second, the Congressional Budget Office has updated its score of 
the proposal, and I believe they actually announce some further re- 
finements here today in testimony, and if that is not the case I cer- 
tainly hope by making that statement we will try to get them to. 

It is really critical, because a lot of these decisions are tied in- 
trinsically to financial implications of the policy, and changes made 
in the policy sometimes have significant financial implications. 

Third, the Congress has passed a budget resolution that set aside 
$40 billion over the next 5 years to finance reforms in Medicare 
and a prescription drug program. This is slightly more than the 
President’s initial program would cost, based upon CBO’s last esti- 
mate. This level of spending was supported by leaders in both par- 
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ties, and they were both included in the republican and in the dem- 
ocrat budget resolutions. 

Finally, if you watched the video media last night and yesterday 
morning’s paper, you know the that President and the Congres- 
sional democrats have already begun to rethink the President’s ini- 
tial proposal. 

Yesterday morning, at a press event at the White House, the 
democrats acknowledged one of the perceived flaws with the Presi- 
dent’s original plan and expanded on the President’s offer of deal- 
ing with the catastrophic costs, or a real insurance benefit that pro- 
tects seniors who encounter serious illness and the possibility of ex- 
orbitantly high drug bills through no fault of their own. This is 
good news. It means that republicans and democrats are moving to- 
ward each other on the issue. 

Yesterday, the President said he wants to work with the repub- 
lican leadership in Congress to get a bill passed this year. This is 
also good news, for if we are going to pass legislation to help sen- 
iors and disabled beneficiaries with their drug costs this year, we 
have got to work together, and ultimately Congress and the Presi- 
dent have to agree. 

Yesterday, Chairman Archer and I wrote the President a letter 
to tell him just how seriously we take this issue and how we are 
committed to working in good faith to get a prescription drug ben- 
efit signed into law before Congress adjourns. It is my hope that 
this hearing will be useful and hopefully instrumental in moving 
us down the path toward agreement. 

Yesterday the President showed he is willing to alter his plan to 
address legitimate criticisms. I, too, want to approach this process 
with an open mind. 

While those of us on this side of the aisle have agreed on some 
firm principles that will guide us as we write our bill, we want to 
learn from the President’s effort and buildupon his proposal so that 
the Medicare beneficiaries can get the best Medicare Program pos- 
sible — a modernized Medicare with prescription drugs. 

Chairman Thomas. With that, I would ask the gentleman from 
Wisconsin, who I understand is subbing for the gentleman from 
California, Mr. Stark, if he would have any opening remarks. 

Mr. Kleczka. Thank you, Mr. Chairman. 

As Chairman Thomas indicated. Congressman Stark was unable 
to be here this morning due to a meeting at the White House on 
the progress the Conference Committee is making on the managed 
care bill. I suspect that will be a very short meeting. 

I am pleased to offer opening remarks for this morning’s hearing 
on one of the most critical issues in senior health care today, a pre- 
scription drug benefit. 

I thank the chairman for holding this hearing and join him in 
welcoming our new Mom, Administrator DeParle — Nancy, wel- 
come — Mr. Scanlon and Mr. Crippen to this morning’s hearing. 

Mr. Chairman, there is truly an urgent need to help Medicare 
beneficiaries with the cost of prescription drugs. Prescription drugs 
are used to prevent and treat virtually every major illness. They 
can accomplish what once could only be done through surgery, with 
far less pain and far less cost. They can provide treatment where 
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none existed before, improving the quality and length of life for the 
patient. 

Prescription drugs are essential to quality health care, yet many 
seniors cannot afford the medical miracles made possible by phar- 
maceutical drugs. 

Some Medicare beneficiaries have employer-based retiree pre- 
scription coverage, others private supplemental coverage that ex- 
ists in drug costs; however, many have no coverage at all. 

A study by the Commonwealth Fund found that in 1996 only half 
of all the Medicare beneficiaries had prescription drug coverage 
which lasted throughout the entire year. Even for those who do not 
have year-round coverage, there is no guarantee that this coverage 
will continue. Employer-sponsored health care has steadily declined 
over the last decade. 

While an estimated 65 percent of large employers offered retiree 
health care benefits in the eighties, less than 40 percent do so 
today. 

As Pabst Brewery retirees in my district can attest, retiree bene- 
fits are not always a stable source of health care coverage. Pabst 
canceled their benefits in 1996. 

The 13 million plus seniors without any prescription drug cov- 
erage must pay high out-of-pocket costs for their drugs. To see how 
much seniors in my district without drug coverage were paying, I 
had a survey done of the five most frequently prescribed drugs for 
older Americans. The survey found that seniors were paying an av- 
erage of 119 percent more for drugs than the drug companies’ most 
favorite customers. In addition, the prices these seniors are paying 
are 75 percent higher than the prices that Canadian customers 
pay, and 73 percent higher than the prices that Mexican customers 
pay. 

These costs often exceed what fixed income seniors can afford. 
Far too many seniors are forced to choose between food and medi- 
cine. Adding a voluntary prescription drug benefit to Medicare is 
essential to ensure these seniors will have affordable access to pre- 
scription drugs. 

Despite the clear need for such coverage, the pharmaceutical 
companies are worried that having a drug benefit in Medicare will 
cut into their profits. To protect their profits, they are running a 
multi million dollar ad campaign featuring a woman named Flo. 
Flo is trying to convince seniors that a Medicare drug benefit will 
limited their drug choices or cause them to lose their current drug 
coverage, but those scare tactics are not backed up by the facts. 

Despite what Flo says, seniors in Medicare deserve the same 
quality of prescription drug coverage available in most other health 
plans. They should not be forced to accept second-class health care 
benefits. 

The President has proposed giving seniors without drug coverage 
affordable access to the medicines they need, while protecting qual- 
ity drug coverage for those who already have it. The plan uses 
Medicare’s purchasing power to obtain discounts for seniors. 

Starting in 2003, seniors who choose to participate would pay a 
monthly fee of $25 to participate in a Medicare drug benefit. In re- 
turn, the program would pay half of their first $2,000 in drug costs, 
rising to one-half of $5,000 in 2009. 
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In addition, starting in 2006, the President’s plan would provide 
catastrophic coverage to limit the out-of-pocket expenses for seniors 
with the most exorbitant drug costs. 

Again, seniors who do not want or need this coverage do not have 
to participate in this strictly voluntary Medicare drug program. 
This plan is not perfect, but it is a good place to start. 

Just yesterday, the House democratic caucus unveiled a Medi- 
care drug coverage proposal which builds on the White House plan. 
The democratic plan would provide drug coverage beginning in 
2002 rather than 2003. The democratic plan would implement cata- 
strophic coverage earlier than the President’s plan — we would start 
it in year 2002 — and commence to protect all seniors whose drug 
expenses exceed about $3,000 per year. 

The House budget resolution sets aside $40 billion, as the chair- 
man indicated, over the next 5 years to create a Medicare prescrip- 
tion drug benefit. 

The adjustments to the budget baseline, which will be made this 
summer, will make more funds available to cover the additional 
cost of adding essential catastrophic coverage. 

In today’s hearing we will begin the Committee’s discussion on 
how to meet the prescription drug needs of our Nation’s seniors. 
We have an obligation to bring Medicare into the 21st century by 
adding a prescription drug benefit. 

I am pleased to know that our republican colleagues share our 
commitment to add a prescription drug coverage to Medicare; how- 
ever, I was disappointed yesterday, in listening to one of the news 
reports, where Senator Trent Lott was quoted indicating that he 
believes that a drug benefit is necessary but probably will not get 
done until next year. 

I would suggest to my colleague, Mr. Thomas and Chairman Ar- 
cher, not only send a letter to the President urging his participa- 
tion and negotiations, but maybe we would get Senator Trent Lott 
to agree to do something this year, also. 

The President’s plan is an excellent starting point. I look forward 
to working together on a bipartisan basis to build on this proposal. 

Thank you, Mr. Chairman. 

Chairman Thomas. I thank you. 

[The opening statement of Mr. Ramstad follows:] 

Statement of Hon. Jim Ramstad, a Representative in Congress from the 

State of Minnesota 

Mr. Chairman, thank you for calling this hearing today to review the Administra- 
tion’s prescription drug proposal. 

The health system in America is the hest in the world. We have the most ad- 
vanced pharmaceuticals, medical devices and care delivery systems in the world. In 
Minnesota, hundreds of people from foreigner countries flock to our state to visit the 
Mayo Clinic and the University of Minnesota/Fairview Hospital for specialized care. 

Sadly, however. Medicare has not kept pace with the incredible strides of Amer- 
ican medical ingenuity. That’s why I have authorized legislation, along with Rep. 
Thurman, to ensure seniors have access, through Medicare, to new technologies and 
look forward to similarly working on improving senior access to life-saving and life- 
enhancing prescription drugs. 

I commend the President for devising a plan to give seniors prescription drug cov- 
erage. However, as one who has worked tirelessly to improve the bureaucratic mo- 
rass surrounding the coverage process for medical devices and procedures, I caution 
everyone to be careful in how we address prescription drug coverage. 

Any plan tha tis not transparent is doomed to implode within its own black-box 
of decision-making. An3dhing that is too bureaucratic is doomed to fail under its 
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highly regulated, in-flexible system of red tape. Any plan that does not rely on com- 
petition is doomed to be far too expensive for the system to absorb. 

If Members are ■willing to put politics aside and work in a bipartisan, progmatic 
way, 'we can and ■will design an effective and efficient ways to use scarce Medicare 
and surplus dollars to help seniors. Hopefully, at the same time, we can modernize 
Medicare to reflect the advancements in our health care system, including a tar- 
geted prescription drug proposal to cover low-income seniors without displacing the 
coverage and quality that a majority of enrollees already enjoy. 

Mr. Chairman, thanks again for holding this hearing. I look forward to learning 
more from today’s witnesses or now we can best address this critical issue. 


Chairman Thomas. I would ask the administrator, Nancy- Ann 
DeParle, to please come to the microphone. 

My understanding is that the business on the floor will probably 
begin with six votes at 10 a.m., and I had hoped to perhaps get the 
administrator’s testimony and some questioning in prior to those 
votes. We are still going to try to do that, but, based upon the ex- 
tended opening testimony on the part of the gentleman from Wis- 
consin, that may have consumed the minority’s time in answering 
questions. I hope I can accommodate them to some degree. 

As usual, your written testimony will be made a part of the 
record, and you can address us in any way you see fit. Nice to have 
you back. 

STATEMENT OF HON. NANCY-ANN MIN DEPARLE, ADMINIS- 
TRATOR, HEALTH CARE FINANCING ADMINISTRATION 

Ms. DeParle. Thank you. Mr. Chairman. I will try to be brief. 

I appreciate the opportunity to be here to talk about the need for 
a Medicare prescription drug benefit. This Subcommittee will be a 
focal point for the debate around this important subject. If it hap- 
pens, it is going to have to happen in here. There is going to have 
to be a consensus in here. So it is a privilege to be before you today 
to provide the administration’s perspective. 

When Medicare was founded 35 years ago, the great challenge 
before us was to provide access to the twentieth century miracles 
of modern hospitals for our seniors. Now we have to put in place 
a voluntary drug benefit that is affordable and available to all 
Medicare benefits. 

The good news is I am beginning to feel like I am preaching to 
the converted up here. I know that everyone up here is serious 
about this, and now we have to figure out how to do that. 

Drugs are as important to medicine today as hospital care was 
when Medicare was created; yet, as many seniors lack drug con- 
verge today as lacked hospital coverage back in 1963. 

We all agree that the drug benefit is needed. We don’t nec- 
essarily agree on all the policy aspects of the design, so I think 
what we need to do is to begin having some serious discussions of 
this. There are many design parameters that we can discuss as we 
move forward to implement a drug benefit. Mr. Chairman, you 
noted some of them. So did Mr Kleczka. 

We look forward to working with you on the details. We are open 
to your ideas and we are flexible. 
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There are certain key principals, I think, from the administra- 
tion’s perspective that we don’t want to compromise. First, the ben- 
efit has to be voluntary and accessible for all beneficiaries. 

Second, it has to be affordable for all beneficiaries, as well as for 
the Medicare Program. 

Third, it must have efficient administration integrated into Medi- 
care, but using the private sector to deliver it in a competitive way 
and give beneficiaries bargaining power in the marketplace. That 
is why we have suggested that private pharmacy benefit managers 
administer the new Medicare benefit, as they do right now for pri- 
vate sector health plans. 

Fourth, a Medicare prescription drug benefit must provide access 
to needed medications and provide high-quality care. 

Finally, Mr. Chairman — I know you agree with this — we should 
try to do this in the context of broader Medicare reform. 

As I said, we are open to your ideas and we are pleased that we 
share our policy goal to ensure that every beneficiary has access to 
voluntary, affordable drug coverage. 

Some ideas that have been suggested, though, don’t seem to meet 
the principles that I outlined, and I want to just touch on some of 
those. 

As you said, Mr. Chairman, we have provided the legislative lan- 
guage for our bill to the Congress, and I appreciate your acknowl- 
edging the hard work that went into all those details. Now we need 
to see the details of some of the other proposals, but right now we 
are concerned that providing direct premium assistance or coverage 
only for the poor wouldn’t meet our principle of ensuring that all 
beneficiaries who need coverage will be able to afford it. 

As you know, drug coverage is not just a problem for the poor, 
it is a middle class problem, too, and many beneficiaries now find 
that their drug coverage is not reliable, as former employers drop 
coverage and Medigap is not available to everyone. 

Second, we are concerned that providing a subsidy that is too 
small or providing no direct premium assistance to beneficiaries 
would not make the benefit affordable to everyone who needs it. 

The independent HCFA actuaries calculate that a subsidy of less 
than 50 percent for all beneficiaries would leave many unable to 
afford the coverage. That would mean that those who did choose 
the coverage would have higher costs, and that would increase pre- 
miums for everyone and leave even more people unable to be able 
to afford the coverage, so that is something that we need to work 
on. 

We are also concerned that a drug-only private insurance model 
would not meet our principles of providing a Medicare benefit that 
is accountable and affordable for all Medicare beneficiaries. Here, 
our concern is that there wouldn’t be a guarantee that insurers 
would offer a comprehensive benefit, that it might be available only 
where insurers chose to offer it, and that it would have selection 
problems. Even with stop-loss provisions or other adjustments, we 
are concerned that enrollment would be dominated by those with 
the highest costs and, again, that you would get into a spiral with 
unaffordable premiums. 

We need to see the details and we need to sit down and talk seri- 
ously about the details and the pros and cons of the various pro- 
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posals, but I think we all agree that our challenge is something 
that we all accept, which is to help older Americans and the dis- 
abled have access to the 21st century miracles of modern medicine. 

I know how serious you are, Mr. Chairman, and the other Mem- 
bers of this Subcommittee, about moving forward on this issue, and 
I want to tell you that I am serious about it, too. We want to work 
with you to provide seniors with a voluntary benefit that is avail- 
able and affordable for all, so let’s work together to get it done. 

I thank you again for holding this hearing, and I am happy to 
try to answer your questions. 

[The prepared statement follows:] 

Statement of Nancy-Ann Min DeParle, Administrator, Health Care 
Finaneing Administration 

Chairman Thomas, Congressman Stark, distinguished Subcommittee members, 
thank you for inviting me to discuss the need, and our proposal, to provide prescrip- 
tion drug coverage for Medicare beneficiaries. This Subcommittee will be a focal 
point of the debate around this important issue and it is a privilege to be before 
you today to provide the Administration’s perspective. 

We must act now to ensure that all beneficiaries have an affordable prescription 
drug benefit option. Pharmaceuticals are as essential to modern medicine today as 
hospital care was when Medicare was created. And the President believes that we 
have an extraordinary opportunity to address this shortcoming in the context of ad- 
ditional necessary reforms to the program that make it more effective, modern, and 
adequately financed. 

Lack of prescription drug coverage among senior citizens today is similar to the 
lack of hospital coverage among senior citizens when Medicare was created. Three 
out of five beneficiaries lack dependable coverage. Only half of beneficiaries have 
year-round coverage, and one third has no drug coverage at all. They must pay for 
essential medicines fully out of their own pockets, and are forced to pay full retail 
prices because they do not get the generous discounts offered to insurers and other 
large purchasers. The result is that many go without the medicines they need to 
keep them healthy, out of the hospital, and living longer lives. 

Drug coverage is not just a problem for the poor. More than half of the bene- 
ficiaries who lack coverage have incomes above 150 percent of the federal poverty 
level. Millions more have insurance that is expensive, insufficient, or highly unreli- 
able. 

Even those with most types of coverage find it costs more and covers less. Copay- 
ments deductible,s and premiums are up. And coverage is often disappearing alto- 
gether as former employers drop retiree coverage, Medigap is becoming less avail- 
able and more expensive, and managed care plans have severely limited their bene- 
fits. Clearly all beneficiaries need access to an affordable prescription drug coverage 
option. 



11 


Most Uninsured Are Not Low-Income 

Ovtr Half of the 12 AlilUoa Mediate BcaeMdstdes JLttdDtug Covetage 
Have Incomes Cteatec JSata ISO Percent of Povet^ (aexdy $17,006 fat n exta^e) 


Inccmte of BensficiaHe* ISItfeoat Drug Covcmge , 1^ 
(Aa A Ptseceat Of Povwtty) 



SOUKEr Daa&KnDHKS(Ajnaxa9,Pi«ap^Dri^C©iK^.Sp«>4i^Uti&s»aoR.B«JPriees, 'a^Am^DC: DHKS 

SXn ISepercau ^^oreiqt {« s peacHt tc ii>d(ie :^cRa lt6.3«S 


KE Y PRINCIPLES 

The President has identified key principles that a Medicare drug benefit must 
meet. 

• It should be a voluntary benefit aceessible to all benefieiaries. Medicare 
beneficiaries in both managed care and the traditional program should be assured 
of an affordable prescription drug option. Since access is a problem for beneficiaries 
of all incomes, ages, and areas, we must not limit a Medicare benefit to a targeted 
group. At the same time, those fortunate enough to have good retiree drug benefits 
should have the option to keep them. 

• It should be affordable to beneficiaries and the program. We must en- 
sure that the premiums for the voluntary drug benefit are affordable enough so that 
all beneficiaries participate. Otherwise, primarily those with high drug costs would 
enroll and the benefit would become unstable and unaffordable. And beneficiaries 
must have meaningful protection against excessive out-of-pocket costs. 

• It should be competitive and have efficient administration. Medicare 
should adopt the best management approaches used by the private sector. Bene- 
ficiaries should have the benefit of market-oriented negotiations. 

• It should ensure access to needed medications and encourage high- 
quality care. Beneficiaries should have a defined benefit that assures access to all 
medically necessary prescription drugs. They must have the assurance of minimum 
quality standards, including protections against medication errors. 

• It should be done in the context of broader reform. The drug benefit 
should be a part of a larger plan to strengthen and modernize Medicare. 

The President’s plan meets these principles. As part of a broader reform plan to 
strengthen and modernize Medicare, it adds a long-overdue voluntary prescription 
drug benefit to Medicare. 

Beneficiaries will have access to an optional drug benefit through either tradi- 
tional Medicare of Medicare managed care plans. Those with retiree coverage can 
keep it and employers would be given new financial incentives to encourage the re- 
tention of these plans. Premiums will be affordable, beginning at $26 per month, 
with extra assistance for those with low-incomes. Medicare would cover half of the 
prescription drug costs up to $5,000 when fully phased in, and would provide protec- 
tion against catastrophic sots. There will be no price controls or new bureaucracy; 
instead, the new benefit will be offered through private pharmacy benefit managers 
who can efficiently negotiate fair prices. All qualified pharmacies will be allowed to 
participate. 

Beneficiaries can get all medically necessary drugs prescribed by their physicians 
and will benefit from the qualify assurance programs used by private benefit man- 
agers. The President’s budget includes the prescription drug benefit as part of a 
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comprehensive plan to make Medicare more efficient and competitive and extend its 
solvency. 

We have broad consensus that we must act now to establish a Medicare drug ben- 
efit. We have an historic opportunity provided by the growing budget surplus. We 
have an obligation to keep our commitment to meet the medical needs of seniors 
and the disabled. And this can only be done by making a voluntary, affordable, ac- 
cessible, competitive, efficient, quality drug benefit available to all beneficiaries in 
the context of Medicare reform. 

BACKGROUND 

Prescription drugs can prevent, treat, and cure more diseases than even before, 
both prolonging and improving the quality of life. Proper use of prescription drugs 
should minimize hospital and nursing home stays, and could, in some cases, sub- 
stitute for more expensive care that is already covered by Medicare. 

Recognizing that prescription drugs are essential to modern medicine, the private 
sector now includes outpatient drug coverage as a standard benefit in almost all 
policies. 

Further, all plans in the Federal Employees Health Benefits Program offer a pre- 
scription drug benefit. No one would design Medicare today without including cov- 
erage for prescription drugs. Prescription drugs are particularly important for sen- 
iors and disabled Americans, who often take several drugs to treat multiple condi- 
tions. All across the country. Medicare beneficiaries are suffering physical and fi- 
nancial harm because they lack coverage. 

Current coverage for prescription drugs for Medicare beneficiaries is incomplete 
and unreliable. We project that this year more than half of Medicare beneficiaries 
will have prescription drug spending of $500 or more, and 38 percent will spend 
more than $1000 Each year, about 85 of Medicare beneficiaries fill at least one pre- 
scription. Yet one-third of beneficiaries have no coverage for drugs at all and, in 
1996, half did not have drug coverage for the entire year. 

Almost half of beneficiaries without coverage have incomes above 150 percent of 
poverty ($12,525 for a single person, $16,875 for a couple), demonstrating that this 
not just a low-income problem. All these beneficiaries end up pa 3 dng more for need- 
ed prescriptions because they do not get the discounts commonly offered to insurers 
and other large purchasers. 

This situation is worse for the 10 million Medicare beneficiaries who live in rural 
areas. Nearly half of these beneficiaries have absolutely no drug coverage. They 
have less access to employer-quarters of rural beneficiaries do not have access to 
Medicare+Choice plans and the drug coverage that many of these plans provide. 

In 1996, about one-third of Medicare beneficiaries had private sector coverage of- 
fered by former employers to retirees. However, this coverage is eroding. The num- 
ber of firms with 500 or more employees offering retiree health coverage dropped 
from 40 percent in 1994 to 30 percent in 1998, according to the employee benefits 
research firm Mercer/Foster Higgins (the numbers for small firms would be even 
lower). 

The true impact of this trend has not yet been realized, because some employers’ 
decision to drop coverage apply to future retirees. Furthermore, a recent survey pre- 
pared for the Kaiser Family Foundation reported that 40 percent of large employers 
would consider cutting back on prescription drug coverage in the next three to five 
years. As today’s workers retire, the population of Medicare beneficiaries with ac- 
cess to retiree coverage is likely to be well below the levels reported in our surveys. 

About one in six Medicare beneficiaries today are enrolled in Medicare+Choice 
plans, most of which include some drug coverage. Although Medicare — Choice plans 
are only required to provide the traditional Medicare benefit package, the majority 
of them also provide prescription drugs, which is one reason why they have been 
popular with Medicare beneficiaries. 

Nearly one-third of all beneficiaries, however, lack a Medicare+Choice option be- 
cause they live in areas where there are no plans. And where available, plans have 
been raising premiums and copayments for drugs, while lowering caps on drug cov- 
erage. In 2000, three-quarters of plans cap benefit payments for brand-name drugs 
at or below $1000, and nearly on-third of plans cap this coverage at $500 or less, 
even though the majority of Medicare beneficiaries use prescription drugs costing 
$500 or more each year. 

About one in eight Medicare beneficiaries have drug coverage through Medicaid. 
Eligibility for Medicaid, however, is restricted to beneficiaries who typically have in- 
come below 100 percent of poverty, and the majority of beneficiaries eligible for such 
coverage — 60 percent — are most enrolled in the program. This enrollment problem 
persists despite increasing outreach efforts to enroll those who are eligible. 
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Roughtly one in ten Medicare beneficiaries obtain drug coverage from a supple- 
mental Medigap plan. Medigap coverage, however, is expensive, and its availability 
is not guaranteed except right after a beneficiary turns 65. 

Costs for these policies are rising rapidly, by 35 percent between 1994 and 1998, 
according to Consumer Reports, in part because those being covered this way are 
less healthy than the average beneficiary. The General Accounting Office (GAO) 
found that almost half of all Medigap insurers implemented substantial increases 
in 1996 and 1907, with AARP — one of the largest Medigap providers, and the only 
one offering a community-rated policy covering prescription drugs — increasing rates 
by 8.5 percent in 1997, 10.9 percent in 1998, and 9.4 percent in 1999. 

The GAO also found that Medigap premiums for plans that include drug coverage 
vary widely, both within and across States. For example, premiums charged to 65- 
year-old beneficiary for the standardized “I” Medigap plan ranged from $991 to 
$5,943 per year in 1999. And the average premium for the standardized “H” 
Medigap plan ranges from $1,174 in Virginia to $2,577 in Georgia. 

Furthermore, Medigap premiums increase with age in most States. In some parts 
of the country, beneficiaries over age 75 are paying more than $100 per month for 
a plan with drug coverage over and above the premium for a comparable plan with- 
out drug coverage. This occurs despite the fact that the maximum annual p^ment 
for drug costs in the “H” and “I” plans is only $1250 per year, barely over $100 a 
month. 

THE PRESIDENT’S PLAN 

The President has proposed a comprehensive Medicare reform plan that includes 
a voluntary, affordable, accessible, competitive, efficient, quality drug benefit that 
will be available to all beneficiaries. The President’s plan dedicates over half of the 
on-budget surplus to Medicare and extends the life of Medicare Trust Fund to at 
least 2030. It also improves access to preventive benefits, enhances and use of pri- 
vate sector purchasing tools, help the uninsured near retirement age buy into Medi- 
care, and strengthens program management and accountability. 

The President’s drug benefit proposal makes coverage available to all bene- 
ficiaries. The hallmark of the Medicare program since its inception has been its so- 
cial insurance role. 

Everyone, regardless of income or health status, gets the same basic package of 
benefits. This is a significant factor in the unwavering support for the program from 
the American public and must be preserved. All workers pay teixes to support the 
Medicare program and therefore all beneficiaries should have access to a new drug 
benefit. A universal benefit also helps ensure that enrollment is not dominated by 
those with high drug cots (adverse selection), which would make the benefit 
unaffordable and unsustainable. And, as I described earlier, lack of drug coverage 
is not a low-income problem — beneficiaries of all incomes face barriers. 

The benefit is completely voluntary. If beneficiaries have what they think is better 
coverage, they can keep it. And the President’s plan includes assistance for employ- 
ers offering retiree coverage that is at least as good as the Medicare benefit to en- 
courage them to offer and maintain that coverage. This will help to minimize dis- 
ruptions in parts of the market that are working effectively, and it is a good deal 
for beneficiaries, employers, and the Medicare program. 

We expect that most beneficiaries will choose this new drug option because of its 
attractiveness, affordability, and stability. For beneficiaries who choose to partici- 
pate, Medicare will pay half of the monthly premiums, with beneficiaries paying an 
estimated $26 per month in 2003. The independent HCFA Actuary has concluded 
that premium assistance below 50 percent would result in adverse selection and 
thus an affordable and unsustainable benefit. 

Premiums will be collected like Medicare Part B premiums, as a deduction from 
Social Security checks for most beneficiaries who choose to participate. Low-income 
beneficiaries would receive special assistance. States may elect to place those who 
now receive drug coverage through Medicaid in the Medicare drug program instead, 
with Medicaid paying premiums and cost sharing as for other Medicare benefits. 

We would expand Medicaid eligibility so that all beneficiaries with incomes up to 
135 percent of poverty would receive full assistance for their drug premiums and 
cost sharing. 

Beneficaries with incomes between 135 and 150 percent of poverty would pay re- 
duced premiums on a sliding scale, based on their income. The Federal government 
will fully fund States’ Medicaid costs for the beneficiaries between 100 and 150 per- 
cent of poverty. 

Under the President’s plan. Medicare will pay half of the cost of each prescription, 
with no deductible. The benefit will cover up to $2,000 of prescription drugs when 
coverage begins in 2003, in increase up to $5,000 by 209, with 50 percent beneficiary 
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coinsurance. After that, the dollar amount of the benefit cap will increase each year 
to keep up with inflation. 

For heneficiaries with higher drug costs, they will continue to receive the dis- 
counted prices negotiated by the private benefit mangers after they exceed the cov- 
erage cap. And, to help beneficiaries with the highest drug costs, we are setting 
aside a reserve of $35 billion over the next 10 years, with funding beginning in 
2006. In will be available so that Congress and the Administration can work in col- 
laboration to design protections for those with the greatest need. 

Benefit managers, such as pharmacy benefit manager firms and other eligible 
companies, with administer the prescription drug benefit for beneficiaries in the tra- 
ditional Medicare program. These entities will bid competitively for regional con- 
tracts to provide the service, and we will review and periodically re-compete those 
contracts to ensure that there is healthy competition. The drug benefit managers — 
not the government — will negotiate discounted rates with drug manufacturers, simi- 
lar to standard practice in the private sector. 

We want to give beneficiaries a fair price that the market can provide without 
taking any steps toward a statutory fee schedule or price controls. The drug benefit 
managers will have to meet access and quality standards, such as implementing ag- 
gressive drug utilization review and patient counseling programs. And their con- 
tracts with the government will include incentives to kept costs and utilization low 
while assuring a fairly negotiated contractual relationship with participating phar- 
macists. 

Similar to the best private health plans in the nation, virtually all therapeutic 
classes of drugs will be covered. Each drug benefit manager will be allowed to estab- 
lish a formulary, or list of covered drugs. They will have to cover off-formulary drugs 
when a physician certifies that the specific drug is medically necessary. Coverage 
for the handful of drugs that are now covered by Medicare Part B will continue 
under current rules, but they also may be covered under the new drug benefit once 
the Part B coverage is exhausted. 

The President’s plan also strengthens a stabilize the Medicare-rChoice program. 
Today, most Medicare-rChoice plans offer prescription drug coverage using the ex- 
cess from payments intended to cover basis Medicare benefits. Under the President’s 
proposal, Medicare-rChoice plans in all markets will be paid explicitly for providing 
a drug-benefit — in addition to the payment they receive for current Medicare bene- 
fits. 

Plans will no longer have to depend on what the rate is in a given area to deter- 
mine whether they can offer a benefit or how generous it can be. This will eliminate 
the extreme regional variation in Medicare-rChoice drug coverage, in which only 23 
percent of rural beneficiaries will access to Medicare-rChoice have access to prescrip- 
tion drug coverage, compared to 86 percent of urban beneficiaries. 

And beneficiaries will not lose their drug coverage if a plan withdraws from their 
areas, or if they choose to leave a plan, because they will also be able to get drug 
coverage in the traditional Medicare program. We estimate that plans will receive 
$54 billions over 10 years to pay for the costs of drug coverage. 

Adminstrative Workload 

The administrative workload for the drug benefit proposed by the President would 
be handled largely by the pharmacy benefit mangers, who will be responsible for 
the vast majority of day-to-day functions. The capacity of these benefit managers to 
process claims instantly has expanded rapidly in recent years, and we have no 
doubt that this capacity could be readily expanded by 2003 to administer our pro- 
posed drug benefit. 

There would be no need for the type of coverage determination process in the tra- 
ditional Medicare program because the pharmacy benefit manages would establish 
their own formularies, and be required to cover off-formulary drugs whenever deter- 
mined to be medically necessary. 

The federal role primarily would be in conducting a competition for the pharmacy 
benefit manager contracts, overseeing the contracts, and ensuring a smooth inter- 
face with other Medicare programs and data systems. 

MEETING BASIC PRINCIPLES 

As mentioned previously, a set of key principles guided the development of the 
President’s plan. We are willing to support other proposals that meet these prin- 
ciples: 

• Voluntary benefit accessible to all beneficiaries. 

• Affordable to beneficiaries and the program. 

• Competitive and efficient. 
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• Ensures access to needed medications and encourage high-quality care. Unfortu- 
nately, some of the proposals to establish a Medicare drug benefit fail to meet one 
or more of these criteria. 

Proposals that provide assistance only to low-income beneficiaries fail to help mil- 
lions of beneficiaries with no or undependable coverage. Most lacking drug coverage 
have incomes about 150 percent of poverty, and it is increasingly difficult for them 
to afford the medicines they need as drug prices rise faster than inflation. It also 
is essential that we maintain the principle that all Medicare benefits are equally 
available to all beneficiaries. This is a pillar of strength for the program and is re- 
sponsible for its overwhelming support among the American people. 

Proposals with high premiums due to inadequate government assistance would 
make the benefit unaffordable to many low and middle-income beneficiaries. As a 
result, the benefit would attract a disproportionate number of enrollees with high 
drug cots. That would drive up the price of premiums, which would further discour- 
age those with lower incomes or lower drug costs from enrolling, and in the end re- 
sult in an unsustainable program. As mentioned above, the independent HCFA Ac- 
tuary has concluded that a subsidy of at least 50 percent is essential to attract a 
range of enrollees that is wide enough to maintain an adequate risk pool. 

Proposals that link a drug benefit to a high-option Medicare plan with additional 
benefits like a stop-loss for out-of-pocket costs for Medicare’s basic benefits also are 
less affordable. Beneficiaries who elect the high option would have to pay not only 
for drug coverage but also for the other, typically unsubsidized costs of high option 
plan that many would not need, want, or be able to afford. 

Proposals that fail to establish private sector benefit managers everywhere, and 
instead merely allow private plans to offer coverage when and where they wish, fail 
to ensure access for all beneficiaries. The benefit would be available only in regions 
where Medigap and other private plans step forward to offer it. Medigap insurers 
have already said they would not find stand-along drug policies an attractive busi- 
ness proposition and are currently offering drug coverage less frequently. Medigap 
plans also have little experience negotiating with drug manufacturers and do not 
pool the purchasing power of seniors. That could well make the coverage 
unaffordable for many beneficiaries. 

And, finally, proposals that provide a guarantee to a dollar amount benefit rather 
than a defined benefit fail to meet the principles of affordability and competitive- 
ness. They would allow insurers offering the coverage to “cherry-pick” by tailoring 
benefits in a way that would limit the value of the benefit to those with greater 
prescription drug needs. Additionally, most health policy experts agree that stand- 
ardizing health benefits is essential to a competitive system, since it allows for “ap- 
ples to apples” choices among beneficiaries. 

Finally, given the importance and costs of a Medicare drug benefit, both seniors 
and tcixpayers should know what benefit they are buying. 

CONCLUSION 

The need for a prescription drug benefit in Medicare is clear. There is consensus 
across the political spectrum that it should be added. The principles on which it 
should be based are strong. The opportunity is before us. The time to act is now. 
I look forward to working with all of you on this critical issue. I thank you for hold- 
ing this hearing, and I am happy to answer your questions. 


Chairman Thomas. Thank you very much. 

We do have it in bill form. Unfortunately, after this Sub- 
committee had announced the time for discussing the President’s 
plan, there have been, I think everyone would agree, significant 
modifications to the President’s plan, so you may not be able to an- 
swer these questions, although my assumption is that, in working 
out the additional details and working with the independent HCFA 
actuaries, that you scrubbed the additional proposals that the 
President and the democrats announced. 

My concern is that one of the principles that you advocated was 
the affordability, and the President’s initial plan was really not an 
insurance plan, it was a pre-paid plan, and so you could work the 
numbers back from the amount of money that you would have. It 
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is not a criticism. In fact, it is an admiration. It is easier to deter- 
mine what your obligations are by building a plan that way. 

But yesterday the President announced that he was going to deal 
with a catastrophic — that is, a cost protection program for sen- 
iors — that would trigger — and I wasn’t clear on the news reports — 
at $3,000 or $4,000. Do we know what the dollar amount is that 
it triggers at? 

Ms. DeParle. We haven’t made that decision yet. 

Chairman Thomas. You haven’t made that decision. If it would 
trigger at $3,000, that really would involve more than 20 percent 
of the beneficiaries who are consuming more than 65 percent of the 
costs, so my question would be: How is that catastrophic structure 
paid for? Is it a shared cost with the beneficiaries? Is it 100 percent 
assumed by the Federal Government? And if it is the former, how 
much would it be to the beneficiaries? And if it is the latter, how 
much more does the President’s program cost than the one that we 
have examined that is in legislative form? 

Ms. DeParle. Well, if I could go back to the principle, again — 
and you articulated, as well — from our perspective, one of the prin- 
ciples here is that this benefit must be affordable, both for bene- 
ficiaries and for the program, and I know you agree with both of 
those sides of the formula there. 

When we initially put our proposal out a year or so ago, Mr. 
Chairman, we weren’t sure that that financing would be sufficient 
to cover a catastrophic benefit. All of us, from a policy perspective, 
wanted to do that, but we weren’t sure we had the funding to do 
it. 

In this year’s budget, because of the good economy and because 
of the work that we have done together with Medicare and every- 
thing else in the Federal budget, we were able to set aside $35 bil- 
lion, starting in 2006, I think, to introduce — 

Chairman Thomas. Yes, but it wasn’t until 2006, and the legisla- 
tion only had the dollar amount, so there was no — 

Ms. DeParle. That is right. 

Chairman Thomas. — structural aspect to it. And, of course, 2006 
is some time away. But the announcement yesterday was 2003, so 
my assumption is you can explain to me the payment structure of 
the catastrophic portion of the President’s plan. 

Ms. DeParle. No, sir, I cannot, because we still want to sit down 
with you and have serious discussions about the details of your 
proposal. You have an interesting catastrophic proposal. The demo- 
crats announced one yesterday that they would fund at a higher 
level. We want to sit down and talk with you. 

Now, on the policy issue 

Chairman Thomas. You cannot say the democrats announced 
one. The President held the event at the White House, so it is the 
President’s plan, as well. Or are you saying that this is the Con- 
gressional democrats’ plan and not the President’s? I am trying to 
understand the — 

Ms. DeParle. Well, in the end it will be everybody’s plan, includ- 
ing, I hope yours, but the plan that was announced — 

Chairman Thomas. I am wondering about the beginning. We will 
work on the end, but right now — 

Ms. DeParle. There were, I believe — 
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Chairman Thomas. Is this part of the President’s plan, or is this 
something that the President held an event at the White House to 
help the Congressional democrats get exposure? 

Ms. DeParle. I wasn’t there, but I can tell you this: the Presi- 
dent is committed to providing catastrophic coverage for bene- 
ficiaries and — 

Chairman Thomas. Do you believe it is fair to say, then — 

Ms. DeParle. — he wants to work with the democrats and with 
you to do that. 

Chairman Thomas. OK. Do you believe it is fair to say, then, 
that the prices that have been announced, not just the cost — for ex- 
ample, $26, as has been cited as the premium cost, but then, of 
course, you go to the end of the program in 2009 to say that it cov- 
ers 5,000. Actually, it is 2,000 if the price is going to be $26. I don’t 
think it is really fair marketing to take the cheapest price up front 
for the cost of the beneficiaries and then go to the end of the pro- 
gram and talk about what the benefits are going to be, and I would 
hope that you would agree with that, because if we are going to 
move forward in a bipartisan way we ought to deal with numbers 
that have a relationship to each other. So if the premium is $26, 
the benefit was going to be 2,000. 

Ms. DeParle. And it is $50 when it rises up to 5,000. Yes, sir. 
Chairman Thomas. I understand that. But you never see that in 
a discussion of the print. You take the cheapest and the best. And 
I understand the marketing aspect, but — 

Ms. DeParle. But you are asking me, and I am telling you of 
course you are right, the premium rises. 

Chairman Thomas. That is all I want to hear. 

Then the question is: Do you think it is reasonable to assume 
that you are now bringing in a catastrophic program in the year 
2003 that we should then assume that the beneficiaries’ premiums 
would be higher than was announced under the President’s plan 
that is in legislative form? Would that be a reasonable assumption? 
Ms. DeParle. No, sir. 

Chairman Thomas. Therefore, the only other 

Ms. DeParle. Let me explain why. 

Chairman Thomas. — assumption is government is going to pick 
up the entire cost of the catastrophic. 

Ms. DeParle. No. But you are making these as assumptions. 
There are policy options here. One option is for the government to 
pick up the entire cost, depending on how you — 

Chairman Thomas. And, therefore, the beneficiaries’ premiums 

would be about what they are, because that would be that part 

Ms. DeParle. Yes, sir. 

Chairman Thomas. — of the President’s program — 

Ms. DeParle. Yes, sir. 

Chairman Thomas. — that would remain stable. 

Ms. DeParle. Yes, sir. And in our original plan in January in 
the President’s budget we said we had allocated $35 billion. We 
didn’t just pull that number out of the air. We had looked at a 
number of different ways of doing it. We want to — 

Chairman Thomas. But that didn’t start until 2006. 

Ms. DeParle. — sit down with you. That is right, it didn’t. 
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Chairman Thomas. Now we have one that starts in 2003 that 
covers 65 percent of the beneficiaries’ costs of prescription drugs. 
It is right around the corner. 

Ms. DeParle. But that plan, sir, was the Congressional demo- 
crats’ plan. We are working with them, but I cannot give you the 
details of that. 

Chairman Thomas. That is fine. Then it is not — 

Ms. DeParle. All I am saying is — 

Chairman Thomas. — the President’s plan, it is — 

Ms. DeParle. — you are right. There are two options here. There 
is a tension between providing a full catastrophic benefit with no 
additional cost to beneficiaries or providing one where the pro- 
gram’s costs, the costs of the Medicare Program, are lower and 
beneficiaries pay more. 

Chairman Thomas. That is fine. But — 

Ms. DeParle. We will have to work together on that. 

Chairman Thomas. My concern is that, if we are reaching out 
across the aisle to try to build a bipartisan agreement, you prob- 
ably should figure out how you are going to pay for the catastrophic 
and then be honest about the price to the beneficiaries if, in fact, 
they are going to share in that cost — since they are going to ben- 
efit, it might be reasonable to talk about having them share in it — 
or admit that the cost of the program is not the cost of the program 
that has been announced because it could very well double the cost 
of the program. 

Again, it is like saying it is the cheapest price for the premium 
at the beginning, but telling you the benefits are what it is at the 
end. That kind of a discussion makes it much more difficult to 
work in a positive, bipartisan atmosphere. It might almost appear 
that it is a partisan statement in an attempt to make the plan look 
better than it is. 

Ms. DeParle. Mr. Chairman — 

Chairman Thomas. So fundamental honesty is probably going to 
be one of the best environments for us to move forward, not of the 
President’s plan as written, because that we can, I think, shed 
some light on. 

Ms. DeParle. If I could just respond, Mr. Chairman, I agree 
with you about honesty and making sure that we all know what 
kind of program we are adopting and that beneficiaries know it. If 
I didn’t believe that, I wouldn’t have had our staff work overtime 
at Christmas drafting the legislative details to get them up here. 
It would have been much easier for me to just talk on the talking 
points. 

Chairman Thomas. And I — 

Ms. DeParle. That is why the details are up here. 

Chairman Thomas. And I have complimented you on that. 

Ms. DeParle. And I am eager to see the other details. 

Chairman Thomas. I have indicated it is a great help, because 
all of us are wrestling with this new attempt to deal with an issue, 
and the President’s plan adopts a model, to a certain extent, that 
tends to be prevalent in the private sector with pharmacy benefit 
managers. 

One of the criticisms you have made of other plans that may, in 
fact, be hypothetical criticisms just to let people know what you are 
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concerned about, is the fact that you don’t know if the program 
would be available in various regions if, for example, entities like 
PBMs wouldn’t play in terms of structuring the program. 

What is there in the President’s plan that guarantees that PBMs 
would play, would, in fact, agree to carry out the duties that you 
have assigned them in this plan? Is there any guarantee in the 
President’s plan that PBMs would participate? 

Ms. DeParle. Well, we believe they would, sir. They — 

Chairman Thomas. No, is there anything — because you have 
criticized other plans saying you don’t know if they would partici- 
pate. My assumption is that criticism is based upon the fact that 
the President has, in his plan, a clear structural way in which 
PBMs would participate in the President’s plan. Or are you saying 
that it is problematic for the President’s plan, as well, as to wheth- 
er PBMs would play? 

Ms. DeParle. No, I don’t think it is, because we have talked to 
health plans who have administered this way. You have to realize, 
pharmacy benefit managers provide services, managing pharmacy 
benefits for over 200 million Americans today. 

Chairman Thomas. No, I understand that — 

Ms. DeParle. All the health plans — 

Chairman Thomas. — but they do it in a fundamentally different 
way, and I will have one question like that to — 

Ms. DeParle. I don’t think they are doing it in a fundamentally 
different way. 

Chairman Thomas. OK. Then, when you read the GAO and the 
CBO testimony, they both indicate they have real concerns about 
the President’s plan, in terms of the freedom of the PBMs to man- 
age costs. And one of the things that the President’s plan doesn’t 
have is a shared risk aspect with the PBMs. 

But I am concerned about a more fundamental problem, pointed 
out primarily in the GAO testimony, which looks at the traditional 
structure of HCFA and the way in which it manages the Medicare 
Program, which is it pays after the fact. 

One of the real advantages of PBM is almost an instantaneous 
analysis of drug use and structuring. 

If, in fact, the President’s plan says that it is a 50/50 shared cost 
up to $2,000, and the assumption is it is going to follow the HCFA 
model in which bills will be paid, the product will be consumed, 
and at the end of the $2,000 50/50 it is 100 percent or 100 cents 
on the dollar out of the pocket of the beneficiary. 

How would you propose to reconcile the problem of beneficiaries 
consuming more drugs than the 50/50 share would allow, but hav- 
ing, in fact, gotten the reduced price? Would beneficiaries be re- 
quired to pay back after the fact any benefits that they received 
after that amount, or would the PBMs be responsible, because that 
is the entity through which the drug program flows? Or would 
HCFA just eat it because they cannot respond in a timely fashion 
to payment problems, as indicted by the GAO’s testimony? 

Ms. DeParle. Well, I think I followed you. Let me see if I did. 
If I understood your question, the way our proposal is designed, 
beneficiaries would get the benefit of the lower prices that we be- 
lieve that pharmacy benefit managers will be able to negotiate, 
even beyond their cap. And the pharmacy benefit managers have 
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in place systems that are able to track the amount that bene- 
ficiaries have gotten. They will know when they hit their cap, and 
they will know that beyond that they can still get their drugs at 
the lower price, but they will be paying for it after that. 

They do that kind of thing now, and there is no reason to expect 
they couldn’t do it with Medicare, as well. 

Chairman Thomas. So you are assuming that PBMs that cur- 
rently operate out in the regular world would look very much like 
the PBMs that would be under the President’s program? 

Ms. DeParle. Yes, sir. I do assume that. 

Chairman Thomas. I think you will find, if you read carefully the 
Congressional Budget Office testimony and the General Accounting 
Office testimony, both of them believe that the PBMs under the 
President’s program would be severely hampered in their ability to 
function as they now function, to the point that they question 
whether or not you would even recognize them as the current enti- 
ties. 

Of course, we will do some follow-up questions when that panel 
is available. 

Thank you very much. It is very helpful to have someone grapple 
with the real world relationship of these new entities, because we 
are going to have to do it, and your willingness to do it over the 
Christmas vacation ahead of us is a great help in us moving for- 
ward. 

The gentleman from Wisconsin? 

Mr. Kleczka. Let me again thank the chairman. 

Ms. DeParle, I think in your testimony you indicated that the 
President’s plan is a starting point, you are open to suggestions, 
changes, negotiation, and I think we all admit that probably one 
of the knottiest problems we are going to have to face in this whole 
debate is how to provide the catastrophic coverage. And one of the 
main reasons is that will probably be one of the most expensive. 

Now, it has been cited that there are flaws in the President’s 
plan; however, one of those flaws would be addressed in the demo- 
cratic plan, and that is moving some of these dates up, which I am 
assuming the administration would agree to. 

I am trying to get a better understanding of the republican pro- 
posal, and it seems to me that the mainstay would be to provide 
a subsidy to health care plans that provide drug coverage to sen- 
iors, medigap type plans. Is that your understanding also? 

Ms. DeParle. Yes. It is more of an indirect subsidy through 
those plans, as I understand it. 

Mr. Kleczka. Versus a voluntary benefit to the Medicare Pro- 
gram? 

Ms. DeParle. Yes. 

Mr. Kleczka. OK. 

Ms. DeParle. And versus a direct subsidy, as in our plan and, 
I guess, the Breaux-Frist plan and some of the others. 

Mr. Kleczka. OK. Let me just ask a general question. We had 
a situation in my District where a whole bunch of seniors boarded 
a bus and took a trip to Canada and came back with the medicines 
they need for the next two to 3 months. 

In your research, why is it possible for individuals in Canada and 
Mexico to buy drugs that much cheaper in those countries versus 
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our country? And is it the drug companies’ contention that if, in 
fact, we would provide a drug benefit to Medicare or tamper with 
the pricing, that all research dollars for drug companies would dry 
up immediately? 

Could you respond to those two concerns? 

Ms. DeParle. Well, as I understand it, the reason why they are 
able to provide drugs more cheaply, one of the chief reasons is be- 
cause of the purchasing power that they use on behalf of a number 
of beneficiaries pulling them together. 

We don’t want to do price controls. We don’t want to tamper with 
drug prices, either, but we believe that Medicare beneficiaries 
should get access to these miracles of modern medicine through 
prescription drugs and that we should do that by using the lever- 
age of the Medicare Program, and that is what our proposal would 
do. 

Mr. Kleczka. How about the contention that if, in fact, we tam- 
per with the way drugs are sold in this country, that all research 
dollars are lost forevermore and we will not have these modern 
miracles occurring any more? 

Ms. DeParle. Well, I don’t believe that that would happen. As 
I said, we are not talking about imposing price controls or driving 
all of the research and development dollars out of this, first of all. 

Second, remember that the Congress and the American tax- 
payers fund a lot of the initial research through the National Insti- 
tutes of Health and other research that this body funds, so I think 
that there is certainly support in the Congress. No one can have 
any doubt that this Congress supports research for new biomedical 
advances, and I don’t think anyone up here is interested in some- 
thing that is going to drive research and development out. I know 
the President isn’t. That is why we tried to use a private sector 
model to do this. 

Mr. Kleczka. Fine. Thank you very much. 

Thank you, Mr. Chairman. 

Chairman Thomas. Thank you very much. 

The gentleman from Louisiana? 

Mr. McCrery. Thank you, Mr. Chairman. 

Well, since we had some testimony this morning from one of our 
colleagues on the House democrat plan, and the President seems 
to — while he has not endorsed it, he is wanting to talk with the 
House democrats about crafting something. I think it is important 
to note that the three plans that are out there — the President’s 
plan, the republican plan, and now the House democrats plan — 
have many similarities. 

Ms. DeParle. Yes. 

Mr. McCrery. For example, they are all voluntary. We don’t 
force any senior to choose this new Medicare benefit. We think now 
that we are all agreed that there should be some stop loss provision 
to protect against financial ruin for seniors because of drug costs. 
We all agree that there should be some private sector administra- 
tion of the program, whether it is a PBM or an insurance company. 
In our plan, it could be either. 

All of the plans provide some subsidy for everybody, all seniors, 
not just low-income seniors, all seniors. Our plan does. The Presi- 
dent’s plan does. And now the House democrats’ plan does. 
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We all provide greater subsidies for low-income seniors than we 
do for any other seniors. 

Those are commonalities among the plans. We are not that far 
apart. The democrats on the House side don’t know yet how much 
theirs will cost, if they do a $3,000 stop loss. They say they may 
have to go to $4,000. We will see. Likewise, we don’t yet know the 
level of stop loss that we can offer for the $40 billion that we have 
been given by the budget over the next 5 years. 

So, rather than see the media, the press take the bait and try 
to draw distinctions, say the republican plan is only going to help 
low-income seniors, I think it would be more constructive if, in our 
comments to the press, we would make it clear that there are quite 
a few things in common among all the plans, that we all have com- 
mon goals, which are to help low-income seniors with the cost of 
drugs, to help all seniors get a better deal for the cost of their 
drugs, and to subsidize, to some extent, the cost of drugs to all sen- 
iors, and, finally, to prevent financial ruin for seniors because they 
might have tremendously high drug costs. 

If those are our goals and we share those goals, there is no rea- 
son why we should not be able to come to an agreement on a pro- 
posal. The only thing that is missing, I would say, in the Presi- 
dent’s plan and the House democrats plan, is choice. In the repub- 
lican plan, we at least envision there being greater choice for sen- 
iors, in terms of choosing a drug plan. The President’s plan and the 
House democrats plan seemed to offer only one choice — voluntary, 
yes, but only one choice for seniors, because you are only going to 
have one PBM to service a region. That means only one plan. At 
least we envision, in the House republican proposal, to have mul- 
tiple PBMs or insurance companies offering different kinds of drug 
plans that would have those common elements. 

So if we can bring you all along to our way on the choice ele- 
ment, I think we can get this done. 

Mr. Chairman, I appreciate your letting me talk a little bit about 
why we should all be pleased that we are as close as we are. 

Chairman Thomas. I thank the gentleman, because we often 
stress our differences, and, as the gentleman indicated, there are 
a lot of commonalities. 

Does the gentlewoman from Connecticut wish to inquire? 

Mrs. Johnson. Yes, thanks. 

As you realize, the bell is going off and we have a long series of 
votes, and, so that everyone will have a chance to get a little some- 
thing on the record, instead of a dialog. Madam Administrator, I 
am just going to put on the record three very, very serious concerns 
that I have about the proposals that the President and the demo- 
crats have put on the table. 

First of all, I know, from our work on our proposal, that at least 
the executive branch has a pretty good understanding of the ex- 
traordinary cost of stop-loss benefits over 3,000, and I would just 
remind my democratic friends that the President’s current proposal 
is funded by cutting Medicare 72 billion. 

Now, there may be cost savings from modernization, but, in your 
overview, you say some of that 25 billion in savings is going to 
come from competitive bidding and managed care choice plans. 
Managed care choice plans in my part of the country are going out 
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of business because we have done such a poor job of reimbursing 
them fairly and paying in a timely fashion. 

Another source of your funding, 39 billion, comes from extending 
the BBA provisions. We reversed some of those provisions a little 
last year. We are going to have to reverse some of those provisions 
again. We cannot possibly have a home care industry if we cut the 
reimbursements 15 percent after we go to prospective payments. 

So, you know, my hospitals are absolutely in crisis, and I am 
going to fight with every breath in my body for at least what 
MedPac has proposed for hospitals. And then we are going to have 
to defer the 15 percent for home health care providers? Small nurs- 
ing homes are having a terribly difficult time. 

I don’t see how we can count on the savings that have been esti- 
mated by the executive branch to fund the prescription drug bill to 
begin with. That is a big problem. Where is the money going to 
come from and are we going to take it out of the hide of current 
Medicare providers, many of whom are already on the ropes? That 
is one issue. 

Second, in what was done at the White House yesterday — I will 
make these shorter — the democrats say that the government is 
going to negotiate discounted prices, but in another place they say 
the government will not be allowed to set prices. This is a con- 
tradiction of no small significance. 

Third, I do not see how, through this benefit administrative proc- 
ess, small pharmacies in the remote towns in my District will be 
able to participate. 

I am very concerned about access, small pharmacies, funding 
issues, and price setting, and I want that on the record. 

Thank you, Mr. Chairman. 

Chairman Thomas. If Members have some questions, I am quite 
sure that we can engage in the written exchange of questions and 
answers, as we have done in the past, because we are going to be 
limited on time. 

Does the gentlewoman from Florida wish to inquire? 

Mrs. Thurman. Mr. Chairman, thank you. 

Actually, I want to use my time to allow, since this was supposed 
to be a hearing to discuss with the administration exactly what the 
drug proposals were and the differences between them; I would like 
to give Ms. DeParle an opportunity to respond to Mr. McCrery on 
some of the issues that were outlined so that we have an idea of 
what actually are the differences and where we are similar. 

Ms. DeParle. Thank you. In fact, I was hoping I would have 
that chance. 

On the last point you raised, Mrs. Johnson, about how will phar- 
macies be allowed to participate, under our plan all qualified phar- 
macies will have to be allowed to play, and so people can go into 
your District into the small towns that I have been in with you, 
and all those pharmacies will be allowed to participate. I am sorry 
if that detail wasn’t clear to you. 

Mrs. Johnson. If the gentlelady will yield, it is simply easier 
said than done when you have a regional administrator, but it is 
the details that we will eventually get into together that are going 
to answer this. 
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Ms. DeParle. It is, but we spent a considerable amount of time 
working with plans that have used pharmacy benefit managers, 
and large plans as well as small plans, and I believe that aspect 
of it is not problematic. 

You also referred to the way that the plan is financed, and I 
want to talk about that for a minute. 

Our plan costs around $195 billion over 10 years. That includes 
the $35 billion that we set aside in the out years to design and 
work with the Congress on a catastrophic benefit. 

The funding for this is partly out of the surplus dollars — $135 
billion of it comes from that, and about $60 billion comes from sav- 
ings from things like modernization. 

Under the President’s plan, there is a model for using 
Medicare-nChoice in a slightly different way than has so far been 
done to do competitive pricing and bidding to provide the Medicare 
benefit package. 

And yes, we do believe and our actuaries do believe there will be 
some savings from that, and that, under the new pricing method- 
ology, which is different than the one that you criticized, that there 
will be more plans available. 

I also want to make a point. You raised the concerns that I know 
you have, and we have talked about them many times about the 
managed care plans up in Connecticut. I think that shows, as much 
as anything, that one of the things we have to do is start reimburs- 
ing for prescription drugs. You know, that is one of the pricing 
problems they have right now. 

What they get paid for is to provide the traditional Medicare ben- 
efit, which does not include prescription drugs, but they know they 
need to provide prescription drugs and they are trying to do it on 
the price that we are currently paying them, which doesn’t include 
that cost. 

So if we can work together, both of our plans, as Mr. McCrery 
said, would cover these costs. In our plan, I think about $54 billion 
of the dollars I talked about, the 195, would go to managed care 
plans to cover the prescription drug benefit. 

Let’s do this. Let’s make it available in fee-for-service, too, so all 
of your constituents would have access to it. I think that is what 
we need to do. 

Mrs. Thurman. Ms. DeParle, let me ask you one question, 
though, because Mr. McCrery mentioned the issue of choice was 
part of our difference. 

I have to tell you, when I go home — and I probably have more 
seniors in my District than most people up here, about 200,000 on 
Social Security and Medicare. That is not what they are telling me, 
because they are so aggravated with what has happened to them 
under HMO managed care, because they keep getting switched 
around. All of their prescription drug benefits are either being low- 
ered or they are faced with higher premiums, higher deductibles, 
those kinds of things. 

Have you tested anything about what seniors want, what would 
be the best plan for them and the easiest for them to participate 
in? 

Ms. DeParle. We haven’t. We haven’t asked questions specifi- 
cally about that. What we have done, though, is, in connection with 
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our Medicare education program that this Committee has been a 
big supporter of, is, when we do focus groups about the education, 
the seniors often talk about other things, just as they do in the 
townhall meetings that all of you have, and they are continually 
saying, “We really want prescription drug coverage,” so we all 
know that. 

The other thing they do tell us, though, is, at least with respect 
to managed care, they care a lot more about having a choice of doc- 
tors and having their doctor covered than they do about having a 
choice among a bunch of different plans. 

I guess I would say to Mr. McCrery that was the one area where 
I slightly disagreed with him, as well. I agreed with most of what 
he said about the commonality, and I appreciate that he is focusing 
on that, but I do think there is a tension that we have to recognize 
between this notion of choice and having 300 different plans to 
choose from, or whatever the ideal would be, and the notion of sta- 
bility and affordability and accessibility. 

The problem is, with insurance, as you all are expert on this and 
you know, when you have so many choices you introduce adverse 
selection, risk selection into it, which can drive up the cost both for 
the beneficiary and the program. There is really a tension there, 
and we have to recognize it. 

I think, you know, I like our plan better because it guarantees 
access, I believe. I know the chairman doesn’t agree with me, but 
I believe it guarantees access to everyone to an affordable, acces- 
sible benefit. I hear Mr. McCrery saying that he values this choice. 
We need to sit down and talk about that, because I think we just 
have to recognize there are some differences there and there is a 
tension. 

Chairman Thomas. I thank the gentlewoman. 

We are going to have six votes in a row, the first one having com- 
menced and now getting close to finishing, so the Chair apologizes, 
but there is no way we are going to keep the administrator to come 
back. I apologize to the Members if they had questions. You can 
certainly submit them in writing and she will respond, and I have 
a hunch this is not the last hearing that we are going to have. 

My guess is that we will reconvene at approximately 11:30 a.m. 

In a brief response to the gentlewoman from Florida’s statement 
and the administrator’s response, I have read recently that there 
are some lobbyists inside the beltway who are complaining that 
Members of Congress are looking at issues in which the voters and 
the beneficiaries find most important and that we have not adopted 
the various lobbyists or organizational or associational representa- 
tives’ priorities. I, frankly, am pleased over that, because I thought 
that was our job. It probably makes their job more difficult, since 
they cannot control the process, but, working with the administra- 
tion, with elected representatives, our job should be to modify and 
change programs to meet the real needs and the felt needs of the 
people that we represent. 

I appreciate the administrator’s willingness to come. 

As we add additional programs, I would hope that we move for- 
ward with legislative language. I am conscious of that commitment 
to our plan, as well, and I look forward to working with you again. 

The Subcommittee stands in recess until approximately 11:30. 
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[Recess.] 

Chairman Thomas. The Subcommittee will reconvene. 

I thank the principals for allowing us to carry out our Constitu- 
tional duty. 

We have before us now in this panel — and I thought it was ap- 
propriate, since we were dealing with the President’s legislatively 
expounded plan, to look first to the administration, itself. I am 
sorry the time line was such that we could not accommodate all 
Members with a more-detailed cross question and answer process 
with the administrator. But, since it is a written plan and our job 
is to understand how the administration addressed certain con- 
cerns that may be more or less common to any plans that are at- 
tempting to introduce a prescription drug structure into Medicare, 
we have on the second panel Dr. Bill Scanlon from the General Ac- 
counting Office, who has been a long-time resource for us in under- 
standing and analyzing Medicare-related information. We have Dr. 
Crippen, head of the Congressional Budget Office, and available if 
necessary, a lifeline, Mr. Lieberman, if the question becomes too 
technical. I don’t know whether it is phone a friend or polling the 
audience, but it is a lifeline that will be available to us to get re- 
sources available. 

With that, I would indicate that any written testimony that you 
have is made a part of the record, and you can address us in any 
way you see fit, focused on the President’s plan and the ramifica- 
tions for this Subcommittee in looking at a prescription drug pro- 
posal along with modernizations to be added to the Medicare Pro- 
gram. 

I guess we will start with Dr. Scanlon and then go to Dr. 
Crippen. 

STATEMENT OF WILLIAM J. SCANLON, PH.D., DIRECTOR, 

HEALTH FINANCING AND PUBLIC HEALTH ISSUES, HEALTH, 

EDUCATION AND HUMAN SERVICES DIVISION, U.S. GENERAL 

ACCOUNTING OFFICE 

Mr. Scanlon. Thank you very much, Mr. Chairman and Mem- 
bers of the Committee. I am very pleased to be here today to dis- 
cuss the issues related to adding a prescription drug benefit to 
Medicare, and, in particular, the President’s proposal. 

While there is growing consensus that the Medicare Program 
should incorporate such a benefit to address concerns that bene- 
ficiaries who lack access to prescription drug coverage will be able 
to receive such coverage, as I am sure you will hear from Dr. 
Crippen, such a benefit would involve considerable cost. 

Therefore, the imperative, as well as the challenge, would be to 
expand access to prescription drugs in the most efficient way pos- 
sible to minimize the financial consequences for Medicare. 

It is particularly important to look to those that have experience 
with managing a drug benefit. Private insurers and HMOs have 
adopted a variety of techniques to manage their drug benefits 
which may be instructive for Medicare, though how to apply these 
techniques requires careful consideration. 

Many third party payers contract with pharmacy benefit man- 
agers, or PBMs, to develop and implement these cost control tech- 
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niques and to perform other tasks related to managing a drug ben- 
efit. 

PBMs attempt to use the leverage of their large purchasing 
power to negotiate with drug manufacturers and pharmacies for 
discounts or rebates on their products and services. They have 
often used formularies to increase that leverage. With PBMs prom- 
ising larger shares of the market for the drugs and the pharmacies 
they select, manufacturers and pharmacies may be likely to com- 
pete harder to contract with a PBM by offering more-favorable 
prices. 

Exactly how much of these techniques affect expenditures is un- 
certain. Data on the size of the rebates under the discounts are 
proprietary, and how much the techniques have altered utilization 
is unknown. Estimated savings reported to us and other research- 
ers by insurers and PBMs range from 14 to 31 percent. Several 
cautions, though, are appropriate. 

Eirst, these estimates are self reports from the plans, not built 
upon data that we or others have analyzed. 

Second, they are several years old, and the dynamics and 
changes within the pharmaceutical market have been considerable. 

As you consider the methods to manage a potential Medicare 
benefit, these private sector techniques offer a useful starting 
point. At the same time, there are several issues that arise in con- 
sidering how to adapt them to the unique characteristics of Medi- 
care and its beneficiaries. 

Adoption of PBM techniques within traditional fee-for-service 
Medicare on a nationwide basis could be difficult, given the pro- 
gram’s size and the need for transparency in its actions. 

Determining whether a drug should be on a formulary typically 
involves clinical evaluations based on a drug’s safety and effective- 
ness and a negotiated manufacturer’s price. Plans and PBMs cur- 
rently make those determinations privately, something that would 
not be tolerable for Medicare, which must have transparent policies 
that are determined openly. 

Given the stakes involved in a drug being selected for a Medicare 
formulary, one could imagine the intensive efforts to scrutinize and 
influence the selection process. In addition, once the formulary is 
in place, it may be difficult to steer utilization and limit use of non- 
formulary drugs, especially in the fee-for-service environment, 
where it may be hard to influence prescribing practices. 

Although contracting with multiple PBMs to manage segments of 
the drug market could potentially mitigate some of the likely dif- 
ficulties that Medicare would face in adopting private sector strate- 
gies on a national basis, these area PBMs could potentially face 
some of the same difficulties. 

Eurthermore, if each PBM had exclusive responsibility for a geo- 
graphic area, beneficiaries who want certain drugs could be advan- 
taged or disadvantaged merely by the fact that they live in a cer- 
tain location. 

To reduce variation. Medicare could, like some private sector pur- 
chasers, specify core benefits or maintain clinical control over for- 
mulary decisions; however, without the ability to create and man- 
age a formulary, the ability of a PBM to exact price discounts and 
control overall costs would be diminished. 
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If multiple PBMs were to compete in a single area, issues would 
arise in terms of informing beneficiaries about the differences in 
their policies, monitoring their marketing and recruitment strate- 
gies, and accounting for differences in the health status of bene- 
ficiaries using each PBM. 

We have seen in our work on Medicare-nChoice that trying to 
take advantage of cost containment strategies involving the bene- 
fits of competition also creates an obligation to adequately inform 
beneficiaries about the options available to them. Our work on 
Medicare-nChoice has demonstrated that it is not an easy task to 
ensure that beneficiaries are adequately informed about their op- 
tions. 

Regardless of the model that is chosen for managing a drug ben- 
efit, attention also needs to be paid to the nuts and bolts of admin- 
istering the benefits — in other words, paying the claims. 

The efforts of PBMs to control expenditures involve a capacity 
also to scrutinize claims more effectively and quickly than is typical 
of Medicare today. PBMs provide online, real-time drug utilization 
reviews to inform pharmacists about potential drug interactions, 
thereby avoiding some medical errors, as well as whether the pre- 
scribed drug is covered in the appropriate formulary and what co- 
payments will apply. 

Currently, Medicare does not have such capability. To duplicate 
the type of capacity PBMs have will likely involve increasing the 
proportion of Medicare spending devoted to administrative costs. 
That share today is roughly 2 percent. It is not possible to estimate 
the administrative cost that will be needed to implement a drug 
benefit with any precision; however, the number of prescriptions 
for Medicare beneficiaries could easily approach the current num- 
ber of claims for all other services combined, or $900 million annu- 
ally, suggesting the total administrative cost would be substantial. 

I conclude by noting it is important to find the right balance in 
adapting these private sector techniques that I have discussed for 
Medicare. It is desirable to take advantage of these practices to 
provide a drug benefit as efficiently as possible, through the 
uniqueness of the Medicare Program, particularly its size, the need 
for transparency, and its importance to beneficiaries, suggests 
there will be real challenges in applying these techniques. 

Thank you very much, Mr. Chairman. I will be happy to answer 
any questions you or Members of the Subcommittee may have. 

Chairman Thomas. Thank you very much. 

The prepared statement follows:] 

Statement of William J. Seanlon, Ph.D., Direetor, Health Finaneing and 

Publie Health Issues, Health, Edueation, and Human Serviees Division, 

U.S. General Aeeounting Office 

Mr. Chairman and Members of the Subcommittee: 

I am pleased to be here as you discuss the President’s proposal to extend prescrip- 
tion drug coverage to Medicare beneficiaries. In previous hearings before this and 
other committees, GAO has addressed considerations for adding a prescription drug 
benefit to Medicare, given the fiscal imbalance of the Medicare program and the 
need to implement major reforms to ensure the sustainability of the program. As 
you know, the President has proposed contracting with private entities to admin- 
ister a new prescription drug benefit option under Medicare. This is to allow Medi- 
care to benefit from techniques developed for private insurers to control spending 
and improve the use of prescription drugs. In this context, my remarks will focus 
first on the factors contributing to the rise in prescription drug spending and the 
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impact of the rise in spending on Medicare beneficiaries, particularly those without 
coverage. Next, I will outline the methods private insurers, including those offering 
Medicare+Choice managed care products to Medicare beneficiaries, have developed 
to control these rising costs. Finally, I will discuss issues involved in adapting these 
methods for the Medicare program and its beneficiaries, should an outpatient pre- 
scription drug benefit be added to Medicare. 

In summary, private insurers, managed care plans, and employers have tried to 
manage the high and rising costs of prescription drugs by adopting cost and utiliza- 
tion control techniques. In many cases, insurers and managed care plans contract 
with a pharmacy benefit management company (PBM) to develop and implement 
these strategies. If a prescription drug benefit were added to the Medicare program, 
the federal government would face similar cost pressures and would need to employ 
methods to control spending. The experience gained in the private sector can pro- 
vide useful insights into options for managing a possible Medicare benefit. However, 
the unique responsibilities and characteristics of the Medicare program raise a num- 
ber of issues and introduce questions about applying private sector tools to the tra- 
ditional Medicare fee-for-service program and the appropriate roles of the Health 
Care Financing Administration (HCFA) and other entities, such as PBMs, in man- 
aging a drug benefit. In adapting these cost and utilization management techniques, 
it is important to keep in mind that: (1) the size of the Medicare program and the 
need for transparency in its actions may reduce the effectiveness of some cost con- 
trol techniques; (2) using private-sector entities to implement a drug benefit intro- 
duces concerns related to beneficiary equity and concentrating market power; (3) 
private-sector management tools require a capacity to process and scrutinize a large 
number of claims more quickly than is typical of the traditional Medicare program; 
and (4) strategies involving coverage restrictions impose an obligation to provide 
beneficiaries with adequate information about the benefit. 

RISING DRUG SPENDING ELEVATES BENEFICIARY ACCESS CONCERNS 
AND THE IMPORTANCE OF COST CONTROLS 

Extensive research and development over the past 10 years has led to the intro- 
duction of new, more expensive drug therapies — including improvements upon exist- 
ing drug therapies and drugs that treat diseases more effectively — which have con- 
tributed to the increase both in prescription drug use and drug spending. For exam- 
ple, new drug treatments for arthritis and depression have therapeutic advantages 
over older medications, but they are also more expensive than the drugs they re- 
place. Biotechnological advances and a growing knowledge of the human immune 
system are significantly shaping the discovery, design, and production of drugs. As 
a result of these innovations, the importance of prescription drugs to health care 
delivery has grown. 

Rise in Prescription Drug Spending Caused by Many Factors 

Prescription drug expenditures have grown significantly in the past 5 years, both 
in total and as a share of all health care expenditures. From 1993 to 1998, prescrip- 
tion drug spending rose an average of 12.4 percent a year, compared to a 5 percent 
annual growth rate for overall health care expenditures. Consequently, drug spend- 
ing comprised a larger share of total health care spending by 1998 — rising from 5.6 
percent to 7.9 percent. Total drug expenditures have been driven up by both greater 
use of drugs and the substitution of higher-priced new drugs for lower-priced exist- 
ing drugs. 

Several factors have contributed to rising expenditures — more third-party cov- 
erage of drugs, the introduction of new drug therapies, and more aggressive mar- 
keting by manufacturers through direct-to-consumer advertising. The increase in 
prescription drug coverage provided by private insurance is a likely contributor to 
the rise in utilization because insured consumers are shielded from the direct costs 
of prescription drugs. In 1988, private health insurers paid almost a third of all pre- 
scription drug expenditures. By 1998, that share had risen to more than a half. The 
development of new, more expensive drug therapies — including new drugs that re- 
place old drugs and new drugs that treat disease more effectively — also contributed 
to the drug spending growth by driving up the volume of drugs used as well as the 
average price of medications. Advertising pitched to consumers is also a likely con- 
tributor to the increased utilization of prescription drugs. Between March 1998 and 
March 1999, the pharmaceutical industry’s spending on advertising grew 16 per- 
cent, to $1.5 billion. A 1999 study found that the 10 drugs most heavily advertised 
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to consumers in 1998 accounted for about 22 percent of the total increase in drug 
spending between 1993 and 1998.i 

Medicare Beneficiary Drug Coverage and Utilization 

Elderly individuals, with their greater prevalence of chronic conditions, represent 
a disproportionate share of drug spending. On average, in 1996, Medicare bene- 
ficiaries had estimated annual drug spending of about $674 per person,^ compared 
to an estimated $156 per person for the nonelderly population.^ A more recent esti- 
mate projected that 20 percent of Medicare beneficiaries would have drug costs of 
$1,500 or more in 1999, a substantial sum for those lacking some form of insurance 
to subsidize their drug purchases.^ In 1996, beneficiaries who had no drug coverage 
and were in poor health had estimated mean annual drug expenditures that were 
$591 lower than beneficiaries with similar health status who had drug coverage.® 
This indicates that the lack of prescription drug coverage may cause access prob- 
lems, particularly for those in poor health. 

Although the Medicare benefit package, largely desimed in 1965, provides vir- 
tually no outpatient drug coverage, more than two-thirds of Medicare beneficiaries 
had at least some prescription drug coverage in 1996. Almost one-third of bene- 
ficiaries had employer-sponsored health coverage, as retirees, that included drug 
benefits. About 17 percent of Medicare beneficiaries had coverage because they 
chose to enroll in a Medicare+Choice plan or purchase a Medigap policy with such 
coverage. About 10 percent of beneficiaries received coverage through Medicaid. 

The rising cost of prescription drug benefits has driven employers, insurers, and 
managed care plans to adopt new approaches that limit total drug coverage or in- 
crease enrollees’ out-of-pocket costs. Although employer-sponsored health plans pro- 
vide drug coverage to the largest segment of the Medicare population with coverage, 
there are signs that this could be eroding. Fewer employers are offering health ben- 
efits to retirees eligible for Medicare and those that continue to offer coverage are 
asking retirees to pay a larger share of costs. In addition, the drug benefits offered 
by Medicare+Choice plans have become less generous. Many plans restructured 
their benefits in 2000, increasing enrollees’ out-of-pocket costs and limiting their 
total drug coverage. 

PRIVATE-SECTOR TECHNIQUES FOR CONTROLLING DRUG EXPENDI- 
TURES 

During this recent period of rising prescription drug spending, insurers and 
HMDs have adopted a variety of techniques to control enrollee utilization and the 
prices they pay for drugs. Many insurers and HMOs contract with PBMs to develop 
and implement these cost control techniques and to perform other activities related 
to managing the drug benefit. Direct negotiations with drug manufacturers 3 deld 
lower prices through manufacturer rebate agreements. Because rebates generally 
depend on the volume of the products purchased, employers or HMOs use tech- 
niques to concentrate their enrollees’ drug purchases to be able to use market power 
to maximize rebates. This is accomplished through the use of a formulary. Cost-con- 
trol techniques also extend to the drug distribution network, with emphasis on nego- 
tiating reimbursement rates and dispensing fees with pharmacies and encouraging 
the use of mail-order pharmacies to lower distribution costs. Insurers or PBMs also 
perform other functions to manage a drug benefit, control spending, and ensure 
quality of care such as monitoring drug use when the pharmacist is filling the pre- 
scription to enable the substitution of lower-priced products or to identify possible 
adverse drug reactions. They also use claims data to monitor patterns of patient 
use, physician prescribing practices, and pharmacy dispensing practices. 

PBMs originated as claims processors and mail-order or managed care phar- 
macies. Today, they provide a wide range of services — such as claims processing, for- 
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mulary management, and pharmacy network development — to HMOs, insurance 
carriers, Blue Cross Blue Shield plans, plans that cover federal and state employees, 
and union members. According to the Pharmacy Care Management Association, the 
PBM industry’s trade association, PBMs manage about 1.8 billion prescriptions an- 
nually, or about 70 percent of all prescriptions dispensed to ambulatory care pa- 
tients. According to a recent estimate, PBMs are responsible for managing the drug 
benefits for about 71 percent of the 194 million people with third party pharmacy 
coverage.® There are more than 140 PBMs, which range in size, scope, and services 
provided. Some administer prescription drug benefits nationwide; others focus on 
serving clients in particular regions of the country. 

PBMs and insurers negotiate rebates from drug manufacturers and thus lower the 
net prices they pay for drugs. According to a 1996 study, manufacturers’ rebates 
averaged 5 to 6 percent of total drug costs. This average masks what may be con- 
siderable variation across products. The negotiated rebate is typically dependent on 
the purchasing power of the PBM or insurer, the availability of several brand- 
named drugs in a therapeutic class, and assurances of a particular level of utiliza- 
tion of the product. 

Insurers or PBMs employ various strategies to channel drug utilization to prod- 
ucts for which they have rebate agreements that are based on market share. Gen- 
erally, this is done by using a formulary, a list of prescription drugs, grouped by 
therapeutic class, that a health plan or insurer prefers and may encourage physi- 
cians to prescribe and beneficiaries to use. A particular product may be included on 
the formulary because of its medical value or because of a favorable price negotiated 
with the manufacturer. The inclusion of a particular drug on a formulary can affect 
its utilization, which can increase the level of manufacturer discounts or rebates, 
and lower a drug’s net cost. 

Formularies are structured and implemented to steer drug choice when thera- 
peutically equivalent options are available. Closed formularies, which restrict insur- 
ance coverage to only selected drugs and require enrollees to pay the full cost of 
nonformulary drugs, may be the most effective in channeling utilization. However, 
closed formularies have faced resistance from beneficiaries and providers because 
they can lead to higher enrollee costs or restrict access to certain medicines. As a 
result, more insurers are moving to incentive-based formularies that offer enrollees 
lower copayments for the preferred product or generic drugs. The insurer continues 
to cover drugs that are not on the formulary, but the beneficiary faces a higher co- 
payment. A third type, open formularies, is often referred to as “voluntary” because 
physicians and beneficiaries may be informed about preferred drugs, but bene- 
ficiaries pay no more for using nonformulary drugs. Formularies that provide the 
strongest financial incentives to beneficiaries to choose one product over another 
offer more cost control potential. They can be used to steer utilization to lower- 
priced products, including generics, and concentrate market share to elicit the best 
prices or largest rebates on particular products. In doing so, however, they may 
produce dissatisfaction among consumers, who have to pay more out-of-pocket for 
nonformulary drugs, and physicians, who believe formularies restrict their pre- 
scribing practices. 

PBMs and private insurers have also targeted drug distribution costs as an area 
for cost savings. Similar to their negotiations with manufacturers, PBMs negotiate 
with retail pharmacies to obtain prices that are well below pharmacies’ usual price 
for customers without drug coverage. PBMs attempt to enhance their leverage with 
retail pharmacies by limiting the size of the pharmacy network. Restricting the 
number of pharmacies in the network can benefit participating pharmacies by in- 
creasing each one’s market share, and as a result, make them more willing to pro- 
vide larger discounts on the prescriptions they fill. Potential savings from this cost- 
control technique, however, must be balanced with the inconvenience of a limited 
pharmacy network. PBMs may also operate mail-order pharmacies that allow enroll- 
ees to obtain prescriptions by mail. This is a cost-effective way of dispensing drugs, 
particularly maintenance drugs for chronic health conditions, such as high blood 
pressure or asthma. 

The claims processing capabilities of PBMs enable them to engage in other activi- 
ties that may help control overall health care expenditures or improve quality of 
care. For example, drug utilization review (DUR) programs analyze patterns of drug 
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use on a real-time basis when a pharmacist is actually filling a prescription. These 
programs use databases and computer systems that include a patient’s entire drug 
utilization history for all network and mail-order pharmacies. These systems iden- 
tify instances in which a drug may be inappropriate for a particular patient given 
a person’s medications or age. Most PBMs use system edits specifically tailored to 
particular types of beneficiaries, such as people who are 65 years of age or older 
who may have a difficult time tolerating certain medicines. Such interventions can 
both improve quality of care and prevent additional health care costs by reducing 
drug interactions or flagging evidence of inappropriate use, such as early refills. 
DUR can also be conducted retrospectively, usually on a monthly or quarterly basis, 
to profile physician prescribing practices, pharmacy dispensing practices, or patient 
utilization. The results of retrospective DUR programs are used to encourage physi- 
cians to prescribe less costly therapeutic alternatives or generics, encourage phar- 
macies to substitute generics or preferred formulary drugs for more expensive non- 
formulary drugs, and ensure that some patients are not overutilizing prescription 
medicines. 

APPLYING PRIVATE-SECTOR TECHNIQUES TO A DRUG BENEFIT WITH- 
IN MEDICARE 

Private-sector entities have attempted to control the growth of prescription drug 
expenditures while preserving or enhancing the value of drug coverage for their en- 
rollees, often through contracts with PBMs. The President proposes to contract with 
entities, such as PBMs, to administer a new Medicare prescription drug benefit. 
This could allow Medicare to use the cost control and quality enhancing techniques 
developed for private insurers. Yet the unique characteristics of Medicare and its 
beneficiaries will require careful consideration as private-sector experience influ- 
ences the design of methods to increase beneficiary access to prescription drug cov- 
erage. I would like to discuss four issues that should affect how any Medicare pre- 
scription drug program is designed. 

• Adaptation of PBM techniques within the traditional fee-for-service Medicare 
program could be difficult given its size and the need for transparency in its actions. 

• Contracting with private-sector entities to administer a drug benefit with cost 
and utilization controls would raise other challenges. 

• The efforts of PBMs to control expenditures involve a capacity to scrutinize 
claims more effectively and quickly than is typical of Medicare today. 

• In the competitive model for Medicare — such as exists today with 
Medicare-FChoice or in the models envisioned in some reform proposals to expand 
drug coverage — cost containment strategies involving restrictions on coverage 
through formularies or pharmacy networks impose an obligation to adequately in- 
form beneficiaries about plan policies. 

Adding a Drug Benefit to the Traditional Medicare Program Raises Issues 
About the Feasibility of Applying PBM Techniques 

It may be difficult for the traditional fee-for-service Medicare program to design 
and implement a national drug benefit using private-sector management techniques 
such as formularies. Traditional Medicare has generally established administrative 
prices for services such as physician or hospital care and then processed and paid 
claims with few utilization controls. Adopting some of the techniques used by pri- 
vate plans and insurers to obtain better prices and affect utilization might have the 
potential for better cost-control. However, adapting those techniques to deal with 
the unique characteristics and size of the Medicare program raises many questions. 
Because the traditional Medicare program may be unable to operate with the flexi- 
bility that PBMs have in the private sector, it may rely on other pricing strategies 
to try to exact lower prices from manufacturers. 

Having a formulary would enhance Medicare’s ability to control costs by enabling 
it to negotiate significantly discounted prices with manufacturers by promising to 
deliver a larger market share for a manufacturer’s product. Yet, implementing a for- 
mulary and other utilization controls could prove difficult for Medicare. Determining 
whether a drug should be on the formulary and which drugs should be preferred, 
typically involves clinical evaluations based on a drug’s safety and effectiveness, and 
decisions on whether several drugs are therapeutically equivalent. A pharmacy and 
therapeutics committee within the health plan or a PBM may make these decisions. 
Plans and PBMs currently make formulary determinations privately — something 
that would not be tolerable for Medicare, which must have transparent policies that 
are determined openly. Given the stakes involved in a drug being selected as pre- 
ferred on a Medicare formulary, one can imagine the intensive efforts to offer input 
to and scrutinize the selection process. In addition, once the formulary is in place 
it may be difficult to steer utilization or withstand pressure to allow access to non- 
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formulary drugs, especially in the fee-for-service environment, where it may be hard 
to influence prescribing practices. 

If Medicare covered all drugs in a therapeutic class on the same terms, bene- 
ficiaries may not be influenced toward particular drugs and thus manufacturers 
would have no incentive to offer deep discounts. Without a promised share of the 
Medicare market, manufacturers may determine they could reap greater returns 
from charging higher prices and concentrating marketing efforts on physicians and 
consumers to influence prescribing patterns. 

If Medicare cannot effectively operate a formulary, it may have to rely instead on 
administratively determined prices. These could be similar to the manufacturer re- 
bates received by the Medicaid program, which is currently the largest government 
payer for outpatient prescription drugs, comprising about 17 percent of national ex- 
penditures on outpatient drugs. Since the enactment of the Omnibus Budget Rec- 
onciliation Act of 1990 (OBRA), drug manufacturers are required to provide rebates 
to state Medicaid programs on outpatient drugs based on the “lowest” or “best” 
prices they charged other purchasers. In return for the rebates, state Medicaid pro- 
grams maintain open formularies that permit reimbursement for all drugs. Al- 
though states have received billions of dollars in rebates from drug manufacturers 
since OBRA’s enactment, state Medicaid directors have expressed concerns about 
the rebate program. The principal concern involves OBRA’s requirement for open 
formularies, which limits the utilization controls Medicaid programs can use at a 
time when prescription drug expenditures are increasing rapidly. 

Contracting with PBMs to Implement Cost Control Strategies Presents 
Other Challenges for Medicare 

Using PBMs or other similar entities to administer a Medicare drug benefit in ge- 
ographic areas could potentially mitigate some of the likely difficulties that the pro- 
gram would face in attempting to apply private sector stratemes on a national basis. 
But such an arrangement raises additional questions about how private sector tech- 
niques could be applied within Medicare. PBMs could potentially face some of the 
same difficulties mentioned previously — namely, their usual cost and utilization 
management tools may be blunted in the Medicare context due to the scrutiny their 
policies may face. Moreover, the decision to use a single or multiple PBMs for the 
entire country or one or multiple PBMs per region has the potential to affect the 
ability of the PBM or PBMs to control the cost of a Medicare drug benefit and to 
alter the value of the benefit available to different beneficiaries. 

A single PBM contractor administering a Medicare drug benefit would likely be 
subject to the same level of scrutiny as a government entity. Such scrutiny may 
compromise the flexibility PBMs typically have used to generate savings. An alter- 
native would be to grant flexibility to multiple PBMs that are responsible only for 
a share of the market. Contracting with multiple PBMs, though, raises other issues. 
If each PBM had exclusive responsibility for a geographic area, beneficiaries who 
want certain drugs could be advantaged or disadvantaged merely because they live 
in a particular area. This kind of geographic variability may be difficult for Medi- 
care to sustain. While it is true that such variability exists in the Medicare+Choice 
program, individuals enrolled in a Medicare+Choice plan have chosen to enroll and 
accept the terms of the benefit. For beneficiaries in traditional Medicare, their re- 
gional PBM may be their only drug coverage option. To reduce variation. Medicare 
could, like some private-sector purchasers, specify core benefit characteristics or 
maintain clinical control over formulary decisions instead of delegating those deci- 
sions to the PBMs. However, without the ability to create and manage a formulary, 
PBMs would have less flexibility to use techniques that have been integral to their 
efforts to meiximize price discounts and control overall costs. 

If multiple PBMs operate in each area, beneficiaries would choose one to admin- 
ister their drug benefit. PBMs would compete for consumers directly, unlike the pri- 
vate-sector where they normally compete for contracts with insurers or other pur- 
chasers. With multiple PBMs, issues would arise regarding informing beneficiaries 
about the differences in each PBM’s policies, monitoring PBMs marketing and re- 
cruitment strategies, and accounting for differences in health status of beneficiaries 
using each PBM. Having more than one PBM in an area may also dilute the market 
power of each PBM, because they would individually control fewer beneficiaries and 
need to be concerned about retaining beneficiaries. Having PBMs compete for bene- 
ficiaries may create an incentive for the PBM to have less stringent formularies, if 
all beneficiaries are subject to the same cost-sharing requirements regardless of the 
PBM they use. 

The competitiveness of a bidding process for contracts to administer a Medicare 
drug benefit would depend, in part, on the size of the region for which PBMs com- 
pete. One recent study showed that the PBM industry is competitive, but that it 
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is dominated by a few large companies.® If a contract were awarded for the entire 
country or a few large regions, these large companies may have an advantage. Large 
regional contracts would concentrate Medicare’s market power in these few firms, 
giving them more leverage to negotiate with manufacturers. If PBMs competed for 
smaller areas, more regional PBMs may bid to provide services in their region. 
Awarding more contracts that cover fewer beneficiaries may encourage participation 
by a greater number of PBMs, but may also dilute the overall market power associ- 
ated with providing a drug benefit to Medicare beneficiaries. It may also be more 
burdensome to administer more PBM contracts. 

Drug Benefit Administrative Functions are Unlike Traditional Medicare 
Activities 

PBMs’ ability to administer formulary policy and impose other utilization controls 
involves a capacity to process and scrutinize claims that is very different from tradi- 
tional Medicare’s handling of claims for other services. For example, PBMs have the 
ability to provide on-line, real-time drug utilization reviews. These serve a quality- 
and cost-control function by supplying information to pharmacists regarding such 
things as whether a drug is appropriate for a person based on his or her age, med- 
ical conditions, and other medications, as well as whether the drug is covered on 
the formulary, and what copayments will apply. Currently, Medicare does not typi- 
cally manage utilization of services in this fashion. It does not have the capacity 
to conduct real-time review of most services. Instead, Medicare pays claims after 
services have been delivered. In the current Medicare program, analysis of utiliza- 
tion patterns for individual services or providers is only possible after all claims 
have been submitted and assembled. Nevertheless, Medicare’s administrative costs 
historically have been extremely low, averaging about 2 percent of the cost of the 
services themselves.® 

Duplicating the type of controls PBMs have exercised over private-sector drug 
benefits will likely involve devoting a larger share of total expenditures to adminis- 
tration than is currently expended in the traditional Medicare program. The mag- 
nitude of the increase is difficult to estimate. Much depends on what services PBMs 
are asked to provide and how much of the Medicare drug benefit each PBM will 
administer. Even if the dimensions of the PBM’s or contractor’s role are specified, 
estimating the likely costs remains problematic. A Medicare drug benefit will be a 
large-scale endeavor. The number of prescriptions for Medicare beneficiaries could 
easily approach the current number of claims for all other services combined or 
about 900 million annually. It is unclear how much PBMs or others would have to 
increase current capacity or instead use more of the capacity already built into their 
information and claims processing systems — a consideration that could significantly 
affect the administrative costs that may be incurred. 

Informed Beneficiary Choices Require Adequate, Comparable Information 

Any Medicare benefit that requires beneficiaries to choose among options for pre- 
scription drug coverage, for example between competing PBMs or health plans, 
would require a mechanism to ensure that they had adequate information to select 
the option that best meets their needs. Yet our previous work on the 
Medicare+Choice program indicates that it is difficult to provide that kind of infor- 
mation in a timely manner, in a format that is readily comparable. We identified 
a number of factors that make it difficult for heneficiaries to make an informed 
choice among Medicare+Choice options. In some cases, detailed information about 
plans’ benefits and out-of-pocket fees is provided only after a beneficiary enrolls in 
a plan. In other cases, detailed information may be available before enrollment from 
plan sales agents and member literature, but beneficiaries may find it difficult to 
compare available options because plans present the information in different for- 
mats and use different terms to describe covered benefits. The lack of comparative 
information can be particularly problematic when evaluating plans’ drug benefits, 
because many design characteristics determine the true value of the drug coverage. 

Comparing alternative prescription drug coverage options can be difficult because 
formulary types and management techniques differ considerably, affecting the ben- 
efit. A beneficiary may not be aware of formulary changes until they are at the 
pharmacy counter. Aggressive formulary management may control spending, but 
beneficiaries need to be aware of how it may affect their access to a particular medi- 
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cine and the prescribing practices of their physicians. Such issues present even 
greater challenges in the management of a drug benefit for the entire Medicare pop- 
ulation. 

CONCLUDING OBSERVATIONS 

There is growing consensus that Medicare needs to change its benefit structure 
to include outpatient prescription drug coverage. Yet such an undertaking has sub- 
stantial consequences for the cost of the program. In fact, one recent study suggests 
that such an expansion would add between 7.2 and 10 percent annually to Medicare 
outlays. The structure of such a new benefit — whom it would cover and the extent 
of its coverage — is an important determinant of the added cost. This is why, in pre- 
vious hearings, the GAO has emphasized the need to make prescription drugs more 
affordable to beneficiaries who lack coverage by expanding access to group rates, ex- 
tending discounts associated with group purchasing, and targeting government sub- 
sidies for those most in need. To the extent that this is accomplished through ex- 
panding Medicare’s benefit package, cost-control methods need to be incorporated 
into the management of the benefit. The private sector has developed and refined 
techniques, which have been implemented in some Medicare+Choice plans and pri- 
vate health plans, to control prescription drug costs. Applying these techniques to 
the larger Medicare population will require adaptations that may diminish their ef- 
fectiveness. 

The challenge in adding prescription drug coverage to the Medicare program will 
be in designing and implementing drug coverage to minimize the financial implica- 
tions for Medicare while meiximizing the positive effect of such coverage on Medicare 
beneficiaries. Most importantly, this benefit expansion must be consistent with ef- 
forts to ensure the long-run sustainability of Medicare so that the program does not 
consume an unreasonable share of our productive resources and does not encroach 
on other public programs or private sector activities. Private sector tools for control- 
ling drug expenditures provide options for controlling drug expenditures. However, 
how to apply these tools effectively to a Medicare drug benefit presents a number 
of challenges and requires careful consideration of the nature and magnitude of the 
Medicare program. 


Mr. Chairman, this concludes my prepared statement. I will be happy to answer 
any questions you or other members of the Subcommittee may have. 

GAO CONTACTS AND ACKNOWLEDGEMENTS 

For future contacts regarding this testimony, please call William J. Scanlon or 
Laura A. Dummit at (202) 512-7114. Other individuals who made key contributions 
to this statement include John C. Hansen, Kathryn Linehan and Myrna Perez. 


Chairman Thomas. Dr. Crippen? 

STATEMENT OF DAN L. CRIPPEN, DIRECTOR, CONGRES- 
SIONAL BUDGET OFFICE; ACCOMPANIED BY, STEVE 
LIEBERMAN, EXECUTIVE ASSOCIATE DIRECTOR, CONGRES- 
SIONAL BUDGET OFFICE 

Mr. Crippen. Mr. Chairman, Mr. Stark, with your tolerance, I 
want to spend just a couple of minutes talking about the current 
state of the debate, if you will, and then the context in which the 
President’s proposal was made. 

I recently listened to a debate in the other body that produced, 
not surprisingly, a flood of endorsements of pharmaceutical bene- 
fits for the elderly, accompanied by the virtually universal argu- 
ments that the practice of medicine has changed since 1965, that 
drugs have become a more important and expensive component of 
health care, and that therefore we need to modernize Medicare — 
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all of which is not unlike the statement made hy the administrator 
this morning. 

I did not hear anyone mention, however, the other aspects of 
medicine that have also changed. For example, both the frequency 
and duration of hospitalization have decreased dramatically, and as 
a result, over 50 percent of hospital beds in this country go unused 
every day. Despite that fact, there are even more in-patient rooms 
under construction, notably right here in Washington. We may 
want to address, as we “modernize” Medicare, how our current sys- 
tem underwrites that potentially excess capacity. 

Nor did I hear in that debate about how the number of retirees 
and workers and their demographic profiles have changed since 
1965 and how they will change in the next 30 years. Between now 
and 2030, the number of retirees will grow by some 85 percent, 
while the number of workers will grow by only 15 percent. And 
those retirees will live, of course, much longer than they did in 
1965. 

At the same time, there are claims being made about the current 
Medicare program — indeed, that the Congress cut it too much in 
1997. Those providers who are more politically savvy, of course, say 
that the Congressional Budget Office (CBO) underestimated the ef- 
fects of the Balanced Budget Act (BBA) and led you astray. Al- 
though we did underestimate future Medicare payments, with the 
exception of the interim payment system for home health care, we 
continue to believe the estimates are reasonable. 

It is useful to remember what was happening before enactment 
of the BBA-20 percent annual increases in home health care 
spending, for example — and to mention the effects of the govern- 
ment’s efforts to reduce abusive and fraudulent payments. CBO’s 
larger error was in failing to recognize the magnitude of those ef- 
fects. To argue for restoration of the BBA cuts is, at least in part, 
to argue to restore the aggressive, if not abusive, billing practices 
that were frequently found among providers before Columbia/ 
HCA’s practices became headline news. 

There are other aspects of the debate thus far that I find curious 
and interesting. We are told, for example, that the private insur- 
ance market will not offer coverage for prescription drugs, that at 
if it did, most it would only be a system of reimbursement and not 
true insurance. That seems to me to invite the question, just what 
are the medigap policies that these same insurers offer if not first- 
dollar coverage at considerable expense to the taxpayers today? 

We estimate, for example, that on the one hand, medigap cov- 
erage costs the taxpayers hundreds of dollars per person per year 
because of the increased utilization it induces. Medigap reform, on 
the other hand, could save billions of dollars a year. As this Com- 
mittee well knows, the design of those policies is a matter of gov- 
ernment regulation. 

Mr. Chairman, my musings are perhaps just that, but one thing 
I am certain of: we need to analyze the impact of Medicare and any 
changes to it, not just in today’s economic and fiscal climate but 
also in that of the future, and not just in the context of today’s re- 
tirees and their health care but in the context of the nation’s collec- 
tive needs. 
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For example, we currently expect that federal programs for the 
elderly will increase from 7 percent of gross domestic product 
(GDP) to 15 percent, as my generation retires. In terms of today’s 
budget, Mr. Chairman, that would mean that about $600 billion — 
an amount equal to total discretionary spending today — would have 
to be cut, raised through new taxes, or borrowed. A drug benefit 
of any kind will obviously exacerbate that result, pushing spending 
for retirees near the level of the entire current federal budget. 

In the end, it does not matter if these programs have balances 
in trust funds or dedicated revenue sources. What matters is how 
much of what our kids produce will we demand that they give us. 
Let me repeat that, Mr. Chairman, because if there were only one 
point I might leave you with today, it would surely be that one. 
What matters is how much the elderly of the future — namely, my 
generation — will use of the nation’s future income, produced by our 
children, and not the solvency or even the existence of some federal 
trust fund. 

Turning to the President’s proposal, Mr. Chairman, our analysis 
has raised a variety of issues regarding the design of such a ben- 
efit — issues that will, of course, apply to many of the other Medi- 
care pharmaceutical proposals as well. The specific features of the 
proposal determine the cost of the program to federal and state 
governments and the policy’s effectiveness in providing affordable 
access to prescription drugs for Medicare beneficiaries. 

Some of the more important design issues, which are discussed 
in my submitted testimony, are things like the nature and initial 
value of the benefit; the effectiveness of pharmacy benefit man- 
agers (PBMs) and other forms of potential competition, as my col- 
league has just testified; program participation; and effects on Med- 
icaid costs. 

Ultimately, future costs will depend on how much demand in- 
creases — that is, after all, the point of this policy — and how much 
the price of drugs is increased as well. Offering a new benefit to 
39 million people, over 10 million of whom currently have no cov- 
erage, will have unforeseen effects of possibly large magnitudes. 
And even without that new coverage, drugs spending for by the el- 
derly has been increasing at double-digit rates, well in excess of the 
rate of growth of spending for the Medicare Program, as a whole. 

In general, the President would create a voluntary prescription 
drug benefit. Part D of Medicare, that would begin in 2003 and be 
fully phased in by 2009. It would pay half of the cost of bene- 
ficiaries prescription drugs, up to a specified cap. The insured half 
of the benefit would be financed equally by premium payments and 
by general tax revenues. 

After taking the cost of premiums into account, enrollees would 
pay 75 percent of the cost of the benefit, and the government would 
pay 25 percent, up to the benefit’s maximum. 

Although the President’s budget suggests earmarking $35 billion 
from 2006 through 2010 for a possible catastrophic benefit, no pol- 
icy is specified. Like you, we have seen only press reports of the 
initiative announced yesterday, and we have no further details. For 
the moment, our estimate includes neither the earmarked $35 bil- 
lion nor the effects of yesterday’s proposal. 
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Having said that, CBO estimates that the provisions of the Presi- 
dent’s proposal, excluding catastrophic coverage, would add a total 
of $160 billion to federal costs through 2010. That estimate is iden- 
tical to the one the administration gave you this morning. 

On a bit of a personal note, Mr. Chairman, the administration’s 
estimate last year for a virtually identical policy was two-thirds 
that figure, a difference that, at the time, caused the President to 
publicly disparage our estimates and some of your colleagues to 
question our motives. 

As you can see on the next chart, which is table 3 in my written 
statement, CBO’s total of $160 billion represents $134 billion in 
outlays for Medicare and $26 billion for Medicaid. States would 
also face an additional Medicaid cost. 

CBO estimates that the monthly premium for Part D would start 
at $24 in 2003 and rise at to about $50 in 2010 — again, very much 
in line with the administration’s own estimates. 

Let me conclude, Mr. Chairman, by stating what is perhaps obvi- 
ous by now: providing prescription drug coverage to Medicare bene- 
ficiaries is a complex policy challenge. The role and cost of prescrip- 
tion drugs have grown dramatically since the inception of Medi- 
care, as drugs have become a more critical component of modern 
health care. More than two out of every three Medicare bene- 
ficiaries have arranged some form of third-party coverage, leaving 
31 percent currently without any drug coverage for prescription 
drugs. 

The enormous variation in comprehensiveness, cost, and financ- 
ing of existing drug coverage tremendously complicates the chal- 
lenge of reforming insurance for prescription drugs. Under the 
President’s proposal, for example, 33 percent of participants in the 
new drug benefit would have expenses for drugs that exceeded the 
cap in 2003. Even so, the proposed drug benefit would add signifi- 
cantly to federal costs. 

The specific details of a proposal matter enormously — the level of 
coinsurance, existence of a stop-loss provision, splitting how financ- 
ing is split between beneficiaries and taxpayers, and the nature 
and degree of subsidies for low-income prople and employers. 

Mr. Chairman, suffice it to say that Medicare does not exist for 
the preservation of medical institutions and the well-being of pro- 
viders but rather to finance health care for our retirees. Nor does 
it exist in a world of unlimited resources. We have to look at the 
outcomes and at the effects of the program and the health of the 
beneficiaries in the context of what we and, ultimately, our chil- 
dren can afford. 

Thank you, Mr. Chairman. 

[The prepared statement follows:] 

Statement of Dan L. Crippen, Ph.D., Director, Congressional Budget Office 

Mr. Chairman and Members of the Committee, I am pleased to be here today to 
discuss the President’s proposal for a prescription drug benefit for the Medicare pro- 
gram. That proposal recognizes the public’s concern that rising drug costs may be 
placing a large and growing financial burden on Medicare beneficiaries. About 30 
percent of those beneficiaries do not have insurance coverage for prescription drugs, 
and others have only limited coverage. The President’s proposal would provide some 
benefit for most Medicare beneficiaries but, as currently specified, would provide lit- 
tle financial protection for those who face extremely high spending for prescription 
drugs. 
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The proposed prescription drug benefit is part of a broader set of policies for Medi- 
care recommended in the President’s budget for 2001. Those policies would expand 
Medicare eligibility to new populations, reduce payments for certain covered serv- 
ices, introduce innovations from the private sector to fee-for-service Medicare, and 
convert Medicare+Choice into a competitive defined benefit program. 

My testimony today will focus on the prescription drug proposal. As background 
to that analysis, I will briefly discuss spending by Medicare beneficiaries on pre- 
scription drugs and the extent of the insurance coverage for that spending. I will 
then describe the President’s proposal and the Congressional Budget Office’s 
(CBO’s) most recent analysis of that plan, including a newly revised estimate of the 
plan’s costs. The new estimate is about $11 billion higher than the one we reported 
in April in our analysis of the President’s budgetary proposals. My statement will 
conclude with some observations on several design features that affect the cost and 
effectiveness of a Medicare prescription drug benefit. 

Spending and Insurance Coverage for Prescription Drugs 

The majority of Medicare beneficiaries spend some money on prescription drugs 
in a year, and a significant fraction of those beneficiaries have very high expenses. 
In 1996, for example, the Health Care Financing Administration (HCFA) estimates 
that, in total, the average Medicare beneficiary spent more than $670 for prescrip- 
tion drugs. (That includes both out-of-pocket expenses and any insurance reimburse- 
ment.) About 87 percent of beneficiaries had some drug spending; about 7 percent 
had expenditures of $2,000 or more (see Figure 1). 

Several statistics suggest the significance of prescription drug spending by the 
Medicare population. Because Medicare beneficiaries are elderly or disabled, they 
use more prescription drugs than the average person. Medicare beneficiaries con- 
stituted about 14 percent of the U.S. population in 1996 but accounted for about 40 
percent of the $62 billion spent in the United States on prescription drugs in that 
year. 

In addition, drug spending by Medicare beneficiaries has grown at a more rapid 
rate than spending on other health services. Between 1995 and 1996, for example, 
total drug spending by an average Medicare beneficiary grew by 12.2 percent, 
whereas federal spending for Medicare benefits (on a per-beneficiary basis) grew by 
7.2 percent (see Table 1). Those rates compare with 4.6 percent growth in gross do- 
mestic product per capita over the same period. 

The Medicare program does not cover most prescription drugs that beneficiaries 
take on an outpatient basis, and to obtain such coverage, many beneficiaries turn 
to supplemental coverage. ^ In 1996, according to HCFA data, more than two-thirds 
of beneficiaries had supplemental insurance that provided some drug benefits (see 
Table 2). The sources of the coverage vary (see Figure 2). Many Medicare+Choice 
plans offer drug coverage as a supplement to their overall benefit package. Other 
sources are employer-sponsored and medigap (individually purchased) plans that in- 
clude drug coverage. In addition, some beneficiaries are eligible for prescription drug 
coverage under Medicaid or through other public programs. 

Many Medicare beneficiaries have the option of enrolling in Medicare+Choice 
plans that offer prescription drug coverage. In 1996, nearly 95 percent of 
Medicare+Choice enrollees were in such plans — typically, the coverage included a 
cap on the maximum benefit, cost-sharing requirements, and a drug formulary. (A 
formulary is a list of drugs preferred by the plan’s sponsor, in part because of their 
lower prices.) Faced with tightening financial circumstances in the past two years, 
however, an unusually large number of health maintenance organizations (HMDs) 
have dropped out of the Medicare+Choice program, and many of the plans offering 
prescription drug coverage have pared benefits significantly. One analysis suggests 
that only about three-quarters of beneficiaries enrolled in Medicare+Choice plans 
had drug coverage in 1998. 

Employer-sponsored insurance is by far the largest source of prescription drug 
coverage for Medicare beneficiaries. In 1996, more than 11 million Medicare bene- 
ficiaries had drug coverage through employer-sponsored plans. But employers often 
“carve out” drug benefits from their main benefit package, typically subjecting them 
to more restrictions than are placed on other benefits. Employers and health plans 
have also turned to pharmacy benefit managers (PBMs), whicb use formularies, uti- 
lization review, selective contracting with pharmacy networks, and other tools to 
control the use of prescription drugs. 


1 Under Part B, Medicare now pays for a limited list of outpatient drugs, such as intravenous 
chemotherapy drugs that must he administered under the direction of a physician. 
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Medicare beneficiaries may also purchase supplemental drug coverage through 
medigap plans. Such coverage is limited, however: it requires beneficiaries to pay 
half the cost of their prescription drugs after meeting a $250 deductible. Benefits 
are capped at either $1,250 or $3,000 annually. Premiums for medigap plans offer- 
ing drug coverage are generally higher than for other medigap plans. The higher 
premiums are partly due to adverse selection (more people with greater need for 
health care — and thus greater costs — enroll in those plans). 

Certain low-income Medicare beneficiaries have access to drug coverage through 
state Medicaid programs. Such beneficiaries include those who have income lower 
than 100 percent of the poverty level or medical expenses large enough to meet the 
program’s spend-down requirements. (Individuals may be eligible for Medicaid 
under a state’s spend-down requirement if their monthly income less medical ex- 
penses is below some meiximum.) The assets that those beneficiaries may own are 
also limited. Medicare beneficiaries who meet those criteria are generally eligible for 
full Medicaid benefits, including prescription drug coverage. Other low-income peo- 
ple — those designated as qualified Medicare beneficiaries (QMBs) and specified low- 
income Medicare beneficiaries (SLMBs) — are eligible for subsidies for some Medicare 
expenses but are not eligible for full Medicaid services or Medicaid drug coverage. 
In 1996, about 3.9 million Medicare beneficiaries had supplemental drug coverage 
through Medicaid. 

Coverage for prescription drugs is also available through other sources. Several 
states have instituted special programs to provide drug coverage for the low-income 
elderly or people with disabilities. And some Medicare beneficiaries are eligible for 
drug coverage and other benefits through the Department of Veterans Affairs or the 
Department of Defense. 

People who have supplemental drug coverage consume more prescription drugs 
than those without such coverage but spend less out of pocket. In 1996, for example. 
Medicare beneficiaries with coverage spent an average of $769 compared with $463 
for those without coverage, according to HCFA’s estimates. Conversely, those with 
drug coverage spent less out of pocket: in 1996, beneficiaries with coverage averaged 
$253 in out-of-pocket spending on prescription drugs (excluding premiums paid to 
private insurers or HMOs). 

The President’s Medicare Prescription Drug Proposal 

The President proposes to create a voluntary, outpatient prescription drug benefit 
under a new Part D of Medicare. That program would begin in 2003 and be fully 
phased in by 2009. It would pay half of the cost of prescription drugs, up to a speci- 
fied cap. The insured half of the benefit would be financed equally by premium pay- 
ments from enrollees and by general teix revenues. After taking cost sharing and 
premiums into account, enrollees would pay 75 percent of the cost of covered drugs 
and the govern-ment would pay 25 percent, up to the cap. 

The proposed benefit would be administered by a private-sector pharmacy benefit 
manager in each region of the country, selected through competitive bidding. The 
PBMs that administer Part D would negotiate lower drug prices, on average, than 
are currently paid by Medicare beneficiaries. Beneficiaries who enrolled in Part D 
would receive the benefit of those discounted prices on their prescription drug pur- 
chases, including drugs they bought after exceeding the benefit cap. 

Although the President’s budget suggests earmarking $35 billion from 2006 
through 2010 for a possible catastrophic benefit, no policy is specified. Consequently, 
CBO’s analysis does not focus on a catastrophic benefit, and our estimate does not 
include the $35 billion earmark. 

How the Benefit Would Work 

In 2003, all Medicare beneficiaries would have a one-time chance to sign up for 
the new benefit. In later years, beneficiaries would be permitted to choose the Part 
D option only when they first became eligible for Medicare. The only exception in- 
volves beneficiaries with certain other prescription drug coverage who lose that cov- 
erage involuntarily (for example, when a former employer drops drug coverage for 
all retirees in its health plan). 

The new benefit would have no deductible and would generally pay 50 percent of 
an enrollee’s prescription drug costs, up to a maximum benefit of $1,000 in 2003. 
That benefit cap would gradually rise to $2,500 in 2009. Thus, in 2009, a beneficiary 
who spent $5,000 or more on prescription drugs would receive the maximum reim- 
bursement of $2,500. That beneficiary would also pay $575 in Part D premiums that 
year. After 2009, the cap would be indexed to annual changes in the consumer price 
index (CPI). Assuming that the cost of prescription drugs continued to rise more 
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rapidly than the CPI, the real value of the cap would shrink, thus eroding the ben- 
efit. 

Certain low-income beneficiaries would receive help with drug-related costs 
through the Medicaid program. Medicaid would pay both the premiums and the 
cost-sharing expenses under the Medicare drug benefit for participants who were 
also fully eligible for Medicaid. For these so-called dual-eligibles, Medicaid would 
pay all drug costs not paid by Medicare, including expenses above the cap. Medicaid 
would also pay the premiums and cost-sharing requirements for people who had 
limited assets and income below the poverty line. In both cases, the federal govern- 
ment would reimburse states for those costs at the usual federal/state matching 
rate, which averages 57 percent. 

Another group of low-income enrollees would also receive assistance with their 
prescription drug costs. The federal government would pay all of the premiums and 
coinsurance for Part D enrollees with limited assets and income between 100 per- 
cent and 135 percent of the poverty line, and part of the premiums for Part D en- 
rollees with limited assets and income between 135 percent and 150 percent of the 
poverty line. Eligibility for those subsidies would be determined by state Medicaid 
agencies, but unlike the assistance provided to dual-eligibles, the federal govern- 
ment would pay 100 percent of these costs. Neither the federal nor state govern- 
ments would be liable for covering any drug expenses above the Part D cap for low- 
income beneficiaries who were not fully eligible for Medicaid. 

The President’s proposal also includes an incentive that is intended to retain em- 
ployer-sponsored drug coverage for retirees. Medicare would pay employers 67 per- 
cent of the premium-subsidy costs it would have incurred if the employers’ retirees 
had enrolled in Part D instead. In addition, enrollees in Medicare’s managed care 
plans would receive their prescription drug coverage through those plans, which for 
the first time would be paid directly for providing such coverage. 

CBO’s Cost Estimate 

The new Part D provisions would add a total of $160 billion to federal costs 
through 2010, CBO estimates. Of that total, $134 billion represents outlays for 
Medicare (net of premium receipts), and $26 billion represents federal outlays for 
Medicaid (see Table 3). States would also face additional Medicaid costs. CBO esti- 
mates that the premium for Part D would start at about $24 a month in 2003 and 
rise to about $50 a month in 2010. 

CBO’s cost estimate assumes that most people who are enrolled in Part B of Medi- 
care would also enroll in Part D. But the estimate takes into account the fact that 
some beneficiaries who have employer-sponsored drug coverage for retirees would 
rather keep that coverage than opt for the new benefit. In addition, CBO assumes 
that people who are eligible for benefits under Part B but do not actually enroll 
would also not enroll in Part D. Under those assumptions, nearly 36 million people 
would sign up for Part D in 2003, representing approximately 88 percent of total 
Medicare enrollment. 

CBO’s estimate is about $11 billion higher than the estimate in our April report. 
An Analysis of the President’s Budgetary Proposals for Fiscal Year 2001. Two sig- 
nificant revisions have heen made. First, we adjusted the data on spending for pre- 
scription drugs to recognize the discount that beneficiaries insured by employer- 
sponsored plans receive through their PBMs.^ Second, we increased our estimate of 
the cost of the new subsidies for low-income people. 

Considerations in Designing a Medicare Drug Benefit 

The President’s prescription drug proposal has raised a variety of issues regarding 
the design of such a benefit. The specific features of a drug proposal determine the 
cost of the program to federal and state governments and the effectiveness of the 
policy in providing affordable access to pharmaceuticals for Medicare beneficiaries. 
Some of the important design issues that might be considered in assessing a Medi- 
care drug benefit include: 

• The Nature and Value of the Benefit. The proposed benefit is limited and does 
not include stop-loss coverage, which protects beneficiaries against catastrophically 
high spending on drugs. 

• The Effectiveness of PBMs. It is uncertain whether PBMs would aggressively 
use formularies, coinsurance policies, and other methods to limit Medicare costs. 


^HCFA will make such a revision in the Medicare Current Beneficiary Survey for 1997. Pre- 
viously, the survey assumed that beneficiaries in employer-sponsored plans paid the full retail 
price for prescription drugs. 
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• Program Participation. Employers, who have been buffeted by rising drug costs, 
are likely to reduce their retiree coverage under a Medicare drug benefit instead of 
accepting a subsidy to retain their programs. Medigap insurers are also likely to re- 
structure their plans to take advantage of the benefit. In addition, a drug benefit 
would reduce the incentive that Medicare beneficiaries now have to enroll in man- 
aged care plans rather than traditional fee-for-service Medicare. 

• Effects on Medicaid Costs. The subsidy for low-income Medicare beneficiaries is 
superimposed on the existing Medicaid structure, which necessarily complicates the 
new benefit’s design and affects the cost of the program to both federal and state 
governments. 

The Nature and Value of the Benefit 

Part D is designed to ensure that most enrollees would receive some benefit. How- 
ever, because of the annual cap, it would not protect enrollees who have chronic con- 
ditions and are dependent on prescription drugs from very large out-of-pocket ex- 
penses. In 2003, for example, about 

Thirty-three percent of participants would have drug expenses that exceeded the 
$1,000 cap on Part D benefits. By 2010, about 22 percent of participants would have 
expenditures exceeding the benefit cap of about $2,560. If drug costs continued to 
rise faster than the CPI, an increasing proportion of beneficiaries would have drug 
costs in excess of the maximum benefit cap after 2010. 

Because the benefit cap would limit Medicare’s exposure to increases in prescrip- 
tion drug spending, it would also limit the value of the benefit to people who have 
the highest drug costs. A program that did not provide first-dollar coverage but lim- 
ited an enrollee’s out-of-pocket costs to some annual maximum (or stop-loss amount) 
would better protect beneficiaries with the highest drug spending. Such a program 
would make larger payments to fewer people than would a program that capped 
benefits. 

However, a redesigned benefit that protected beneficiaries more fully from cata- 
strophic costs could raise prices for some drugs because enrollees whose expenses 
exceeded the stop-loss amount would be less price-sensitive. The patent system as- 
signs exclusive marketing rights to the makers of most new drugs for some period 
after their introduction. Drugs with patent protection must compete with other 
products offering similar therapeutic effects. But manufacturers of particular drugs 
that primarily benefit the elderly would have greater flexibility in pricing their 
products under a Medicare drug benefit with stop-loss protection than they have 
now. Such a pricing effect is likely to be greater for plans that have more generous 
catastrophic coverage or lower cost-sharing requirements. 

A Medicare prescription drug proposal that led to higher drug prices could impose 
additional costs on other federal programs that purchase drugs (including Medicaid, 
the Department of Veterans Affairs, and the Department of Defense). Higher drug 
prices could also increase the costs of private health insurance, leading to higher 
premiums. In that case, CBO would estimate somewhat lower federal revenues from 
income and payroll taxes as a larger portion of employee compensation was paid 
through nontaxed health benefits rather than through taxable wages. 

The Effectiveness of PBMs 

As noted earlier, the President proposes to administer the prescription drug ben- 
efit through private-sector pharmacy benefit management companies, which private 
health plans use to negotiate price discounts and control utilization. A single PBM, 
selected through competitive bidding, would administer the benefit in each region. 
CBO’s cost estimate assumes that those PBMs would reduce costs by about 12.5 per- 
cent from the level that an uninsured retail purchaser would pay — smaller savings 
than PBMs now generate for large, tightly managed health plans. The savings are 
net of the administrative costs incurred by a PBM in processing prescription claims. 

PBMs save money for private-sector health plans in four main ways. First, they 
negotiate discounts with pharmacies that agree to participate in their networks. 
Second, they obtain rebates from manufacturers of brand-name drugs in exchange 
for preferred status on the health plan’s formulary. Third, PBMs use mail-order 
pharmacies, which are often better able than retail pharmacies to save money. Mail- 
order pharmacies are likely to have lower average operating costs, and they may 
be more likely to substitute generic or other lower-cost drugs for the ones pre- 
scribed. Finally, PBMs establish differential copayment requirements that encour- 
age beneficiaries to select lower-priced options such as generic, preferred formulary, 
or mail-order drugs. Some PBMs also use management techniques such as on-line 
utilization review and prior approval to evaluate care and encourage the most cost- 
effective treatment practices. A PBM can generally negotiate larger rebates if it can 
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shift more prescription purchases from one product to a competing product in the 
same therapeutic class. 

The President’s proposal would constrain the ability of PBMs to use their cost- 
saving techniques. For example, the proposal calls for dispensing fees to be high 
enough to ensure broad participation by retail pharmacies. That requirement could 
limit the discounts that PBMs could negotiate from pharmacies. 

Other provisions could hamper the PBMs’ ability to negotiate rebates from drug 
manufacturers. The proposal specifies that beneficiaries would be guaranteed access 
to off-formulary drugs when medically necessary and coinsurance requirements 
could not exceed 50 percent. Some private drug plans require enrollees to pay the 
full difference between the cost of a brand-name drug and its generic equivalent (if 
one exists) unless the prescribing physician specifically states that the brand-name 
drug is medically necessary. Such an approach would apparently not be permitted 
in the Part D program proposed by the Administration. 

The President’s proposal envisions competitive bidding to select the PBM for each 
geographic area, but it is unclear what financial risks, if any, the winning PBM 
would bear. In the absence of financial risk, PBMs might not have a strong incen- 
tive to generate savings under the program. Yet, if they were placed at financial 
risk, PBMs would have to charge higher premiums. 

Another issue that needs clarification is how savings would be measured under 
a Medicare drug benefit. Actual savings could disappear, even though nominal dis- 
count and rebate rates were unchanged, if the prices from which discounts and re- 
bates were calculated rose as a result of the new benefit. 

Under the President’s proposal, a single PBM would administer the benefit in an 
area. As an alternative, multiple PBMs in the same area could compete for shares 
of the Medicare market. Such competition might lead to more aggressive cost man- 
agement, but that outcome is by no means certain. One potential drawback to a 
multiple-PBM system is that PBMs might keep their prices low by seeking out 
healthier enrollees with lower drug costs instead of focusing on cost management. 
In that case, the possible savings to the federal government would be dissipated. 

Program Participation 

If a Medicare drug benefit was enacted, private insurers would alter the type of 
drug coverage they offered. CBO’s estimate assumes that most people who partici- 
pate in Part B of Medicare would also participate in Part D. Thus, employer-spon- 
sored plans and medigap insurance would generally offer their enrollees new options 
for supplemental coverage. Moreover, with a fee-for-service drug benefit in place, 
managed care plans in the Medicare+Choice program could become less attractive 
to beneficiaries. 

Employers would probably face lower costs for their retiree coverage under the 
President’s proposal. Firms that offered prescription drug coverage with benefits 
comparable to those under the Part D program would be eligible to receive federal 
payments equal to 67 percent of the Part D premium subsidy for eligible retirees. 
That subsidy payment — together with the teix exclusion of their health plan costs — 
would induce some employers to keep full drug coverage in their retiree health 
plans rather than eliminating it or wrapping their plans’ benefits around the new 
Part D package. (Under a wraparound plan. Medicare would be the primary payer 
for prescription drugs; the employer’s plan would serve as a supplement.) Few em- 
ployers would be likely to maintain full drug coverage, however. CBO assumes that 
about three-quarters of Medicare enrollees who now have drug coverage through a 
retiree health plan would enroll in Part D. 

Part D would offer a more generous drug benefit than standard medigap plans 
do, and at a lower premium. As a result, the three medigap plans that now offer 
drug coverage would no longer be competitive. For its estimate, CBO assumed that 
those plans would be replaced by one that supplemented the coverage offered under 
Part D by filling in the 50 percent coinsurance “gap.” 

Another possible effect of a Medicare prescription drug benefit is to reduce the 
attractiveness of managed care plans, which typically offer prescription drug cov- 
erage to their enrollees. That benefit is often cited as an important factor in bene- 
ficiaries’ choosing managed care over traditional fee-for-service Medicare. Although 
managed care plans might become somewhat less competitive with enactment of a 
Medicare drug benefit, the President has proposed other policies that would create 
new incentives to compete on the basis of price as well as quality through a competi- 
tive defined benefit program. However, CBO assumes that offering a drug benefit 
in the fee-for-service sector would dramatically slow the growth of enrollment in 
Medicare+Choice. In 2010, for example, CBO projects that enrollment in 
Medicare+Choice plans would reach 14.1 million under current law but only 11.6 
million under the President’s proposal. 
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Effects on Medicaid Costs 

The President’s proposal would increase Medicaid’s costs for drugs and other ben- 
efits — substantially in the case of federal costs and less sharply in the case of state 
costs. Although Medicaid would no longer have to pay all drug costs for Medicare 
beneficiaries who now receive full Medicaid benefits, those savings would be more 
than offset by additional Medicaid spending on behalf of other Medicare bene- 
ficiaries. 

Part D would pay for a portion of the drug costs that Medicaid now pays for Medi- 
care enrollees who are fully eligible for both programs. That expansion of Medicare’s 
role would lower both federal and state Medicaid costs by shifting them to Medicare. 
But the savings would be partly offset by the Part D premiums that Medicaid would 
have to pay for those dual-eligibles. 

Certain low-income Medicare beneficiaries who are not eligible for full Medicaid 
benefits would also become eligible for assistance to pay for their Part D premiums 
and cost sharing. To receive that assistance, however, eligible Medicare beneficiaries 
would have to enroll at a state welfare office, and not all of them would choose to 
do so. 

The President’s proposal would increase Medicaid spending for services not re- 
lated to the new drug benefit. The availability of a free drug benefit, made possible 
by enrollment in Medicaid, would attract more Medicare beneficiaries into the Med- 
icaid program. In turn, that increased enrollment would boost spending for other 
benefits that Medicaid pays for as well as the prescription drug benefit. 

Conclusion 

The President’s prescription drug proposal has both pluses and minuses that must 
be weighed in assessing its effects. The proposed coverage would provide some as- 
sistance to most Medicare enrollees. Because the benefit is capped, however, the 
proposal would offer little financial protection to beneficiaries with a high level of 
drug spending. In 2003, for example, about a third of enrollees in the new Part D 
drug benefit would spend more than the benefit cap for prescription drugs. And the 
cost of the proposal would be significant. Spending on prescription drugs is the fast- 
est-growing component of health care costs. Even with a capped benefit, the pro- 
posal would increase federal outlays substantially. 

The specific details of a prescription drug proposal greatly affect the program’s 
costs and value to beneficiaries. The level of coinsurance, the existence of a benefit 
maximum versus a stop-loss provision, the split in financing between beneficiary 
premiums and taxpayer subsidies, and the nature and degree of subsidies for low- 
income beneficiaries and employers all drive the value of the benefit and its costs. 
The role of the PBMs is equally critical. In attempting to create a competitive envi- 
ronment, the President’s drug proposal establishes geographically exclusive PBMs 
but limits the scope of their activities. As a result, their effectiveness in managing 
costs is uncertain. 

Developing a prescription drug benefit in the Medicare program raises numerous 
difficult issues. Since the inception of Medicare in 1965, the cost of prescription 
drugs and their clinical importance have grown dramatically. As drugs became a 
critical component of modern health care, more than two out of every three Medi- 
care beneficiaries turned to some form of supplemental coverage for their drug ex- 
penses. Those arrangements have led to very large variations across beneficiaries 
in the comprehensiveness, cost, and financing of their prescription drug spending. 
That variety complicates the task of rationalizing prescription drug coverage and 
makes developing such a benefit for Medicare a complex policy challenge. 



45 


HGURE 1. DISTMBOTON OF TOTAL SPENDING FOR PRESCRIPTION DRUGS 
BY MEDICARE BENEHOARIBS, CALENDAR YEAR 1996 


Percentage of Beneficiaries 



0-499 500-999 1,000-1,499 1,500-1,999 2,000 or More 

Individual's 1996 Drag Spending <In d^dlars) 


SOURCE: Oxigxessional Badgst Office using unpublished data ftom die Health Care Hnaxicing Administradon's Medicare Current 
Beneficiary Survey Cost md Use File, 1996. 


Table 1. — Growth of Drug Spending and Medicare Benefits Per Beneficiary, Caiendar Years 1995-1996 



Average Spending per 
Beneficiary (Dollars) 

Percentage Change from 
1995 to 1996 


1995 

1996 

Drug Spending 

600 

673 

12.2 

Medicare Benefits 

4,953 

5,312 

7.2 

Memorandum: 

Gross Domestic Product per Capita 

28,130 

29,430 

4.6 


Source: Congressional Budget Office based on the Health Care Financing Administration’s unpublished tab- 
ulations of the Medicare Current Beneficiary Survey Cost and Use File, 1995 and 1996. 





46 


HGURE 2. SOURCES OF PRESCRIPTION DRUG COVERAGE FOR MEDICARE 
BENEFICIARIES (In percent) 


Medicaid 



OWedigap) Imuraace j^O 

( 8 ) 

SOURCE; CpngMSsional Bedg^ Offi« based t«i John A. Fusai and George S. Chulis, "Medicare Bessefidaries and Drag Coverage," 
Health Affairs, vol. 19, no. 2 (Maich/April 2000), p. 251. 

a. Includes Medicare bcr^ficiaries who switched their soiree of ctn^age during the jwar; Aose eli^bie for ber»fits daough otba- public 
programs such as I^patment of Veterans Affairs. D^artinwtt of Defense, or state phannaceuticai assistance for low-income eideriy 
people; and those enrolled in non-risk-based health niaintemance orgaoizarions (HMOs). 


Table 2. — Medicare Beneficiaries, by Type of Supplemenfal Insurance and Drug-Coverage Sfafus, Calendar 

Year 1996 


Type of Supplemental Insurance 

Number of 
Beneficiaries 
(Millions) 

Number of 
Beneficiaries 
with 

Drug Coverage 
(Millions) 

Percentage of 
Beneficiaries 
with 

Drug Coverage 

Medicare Risk-Based HMO 

3.2 

3.1 

95 

Medicaid ^ 

4.4 

3.9 

89 

Employer-Sponsored Coverage ^ 

12.9 

11.4 

89 

Individually Purchased Coverage Only 

9.8 

3.9 

40 

All Other Supplemental Coverage‘s 

0.7 

0.6 

81 

No Supplemental Coverage 

2.9 

0 

0 

Switched Coverage During the Year‘s 

3.3 

2.7 

83 

All Medicare Beneficiaries 

37.2 

25.6 

69 


Source: Congressional Budget Office based on John A. Poisal and George S. Chulis, “Medicare Beneficiaries 
and Drug Coverage,” Health Affairs, vol. 19, no. 2 (March/April 2000), p. 251. 

Note: HMO = health maintenance organization. 

3 Includes Medicare beneficiaries receiving full Medicaid benefits as well as qualified Medicare beneficiaries 
and specified low-income Medicare beneficiaries. 

^Includes Medicare beneficiaries with both employer-sponsored and individually purchased supplemental in- 
surance. 

^Includes other public programs such as Department of Veterans Affairs, Department of Defense, and state 
pharmaceutical assistance programs for low-income elderly people, as well as non-risk-based HMOs (cost and 
health care prepayment plans). 

Includes Medicare beneficiaries who did not spend 100 percent of their Medicare-eligible months in one in- 
surance category. 
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Table 3. — CBO’S Estimate of the Cost of the President’s Proposal for a Presoription Drug Benefit 

in Medicare 

(By fiscal year, in billions of dollars) 



2003 

2004 

2005 

2006 

2007 

2008 

2009 

2010 

Total 

2003- 

2010 

Medicare 










Spending “ 

15 

21 

26 

30 

35 

38 

44 

48 

257 

Part D premium receipts 

-8 

-11 

-13 

-15 

-17 

-19 

-22 

-24 

-129 

Subsidy to heaith plans 
for retirees 


1 

1 

1 

1 

1 

1 

1 

6 

Medicaid Spending 

1 

2 

3 

3 

4 

4 

4 

5 

26 

Net Effect on 

Federal Spending 

Memorandum: 

8 

13 

17 

19 

22 

24 

27 

30 

160 

Monthly Part D 

Premium (Dollars) 

24.00 

24.80 

32.10 

33.30 

39.90 

41.50 

47.90 

50.70 

n.a. 


Source: Congressional Budget Office. 

Notes; Numbers may not add up exactly to totals because of rounding. 
* = less than $0.5 billion; n.a. = not applicable, 
a Includes administrative costs of $0.4 billion in 2002. 


Chairman Thomas. I thank both of you. 

One of the concerns that I have that we need to get a handle on, 
if we are going to have an honest and open bipartisan discussion 
of where we need to go, is some data that I assume to be fairly reli- 
able comparing — again, not trying to argue that one group is 
under-utilizing health care services or the other group is over-uti- 
lizing health care services, but I found it rather interesting, in ex- 
amining those individuals who did not have medigap, beneficiaries 
who had an employer’s program wrap-around, and those who 
bought medigap, that there was a clear consumption difference in 
a hierarchical order of those three categories, and that if someone 
who doesn’t have the augment insurance with the first dollar being 
required to buy down the deductibles and the copays, it would be 
obvious that you would get a greater consumption of goods and 
services if you had an ability to buy down the cost of making those 
goods and services available. 

So maybe the employer’s position would be a middle ^ound, and 
if that is the case then it might be that below that it would be 
somewhat under-utilization and above that it might be over-utiliza- 
tion. 

My concern is that if we are not moving into a prescription drug 
program, hopefully having learned from the past, that one of the 
clear phenomenons will be an increase in utilization of prescription 
drugs, which I guess is a positive. But what can we do to make 
sure that that increased utilization is based upon need and not a 
structural defect that produces, in essence, an over-utilization be- 
cause we have built in stimuli for over-utilization by virtue of the 
program that we have put in place? 

For example, in the private sector, PBMs have a lot of flexibility 
to control price — ^volume sales, formularies, tiered pricing. Is it nor- 
mal in the private sector for PBMs to share in those savings, or is 
it built into the managerial structure of the PBMs? My under- 
standing is, according to the administrator, the administration’s 
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PBMs will not be at risk. Is it normal for PBMs in the private sec- 
tor to share some of the risk, which would encourage them to keep 
costs down because it would otherwise be out of pocket, or is the 
President’s proposal, which involves PBMs with no risk at all, be- 
cause my understanding is they get their revenue from the trans- 
actions. If there is no risk, more transactions, the more money they 
get, which I think would be a clear indicator that it might move 
toward over-utilization. 

Mr. Scanlon. Mr. Chairman, In the private sector PBMs do not 
commonly accept risk for the cost of the drugs. However, their con- 
tracts with different third-party payers contain provisions that pro- 
vide incentives for performance — performance either in terms of ob- 
taining a price discount or performance in terms of controlling uti- 
lization. 

Those are the devices by which the incentives are there to try 
and control utilization and offset what might be the reward for the 
per-payment or the per-prescription kind of payment within the 
system. 

I also would comment on the data that you talked about initially 
in terms of the relative expenditures of diferent parties. 

In part, I think it also reflects the real concern we should have 
about the issue of adverse selection — that people who, in the cur- 
rent market, end up with insurance sometimes will be people that 
know they are going to be needing some sort of coverage, and that 
in proposals to consider a Medicare benefit we need to think very 
much about how we can control adverse selection. 

In the President’s plan, there is a provision that you have a one- 
time option to enroll, and I think that is important for any plan 
to consider, because we do not want to create a situation where we 
have favorable selection. 

Chairman Thomas. And you would agree that the easiest way to 
deal with that is to make it mandatory? 

Mr. Scanlon. Or to subsidize it so it is attractive, part B is not — 

Chairman Thomas. Or make it so attractive that no one would 
turn it down, like part B at 97 percent voluntary program. 

Mr. Scanlon. Right. 

Chairman Thomas. That was supposed to be a 50/50 funded pro- 
gram. It is now a 25/75. So if we would simply give it to them, I 
guess you could make it voluntary, and if you give it to them it is 
the same as mandatory. 

The point I wanted to make was that there are alternatives deal- 
ing with adverse risk selection, but I think, since all the plans are 
voluntary, those have been dismissed, so we have to pay even more 
attention to the internal structure of the plan. 

Mr. Crippen. Frankly, Mr. Chairman, what I know about the 
President’s bill on this issue I learned from Mr. Scanlon. Clearly, 
the current structure of PBMs is not one that, in general, requires 
them to assume financial risk. A couple of companies are now posi- 
tioning themselves perhaps to be able to do that within the next 
few months, but there are none at the moment. 

Chairman Thomas. Finally — and I know the President’s plan 
only came out yesterday, but would there be significant cost dif- 
ferences if the catastrophic proposal — which I guess the adminis- 
tration has not completely addressed yet but indicated they had an 
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interest in working on — of a $3,000 level, depending upon how you 
pay for that, either sharing it with the beneficiaries, which would 
increase the cost to the beneficiaries, or assuming it on govern- 
ment, is that a relatively low level to kick in full-blown protection 
of dollar amount? And do you have any back-of-the-envelope esti- 
mate of what might happen to the cost of the program if you went 
to the President’s current legislatively defined program of a shared 
cost up to 2,000 and what I would think would be a relatively nar- 
row window of $1,000 of out-of-pocket, until you have finally wound 
up with a 100 percent protection of any and all costs above that, 
which, according to current data I think is about 65 percent of the 
cost of seniors’ drugs today? Any numbers at all, or any inkling or 
feeling as to what might happen? 

I think you would be comfortable with saying it will cost more. 
I am looking for a little more precision than that. 

Mr. Crippen. I think there are too many moving parts at this 
point. One issue, of course, is what you include in the $3,000. Do 
you count all expenses or just out-of-pocket expenses that are not 
covered by a third party? What you include makes a lot of dif- 
ference to when the government’s coverage would kick in. More im- 
portant, does the proposal include premium contributions for the 
benefit? If so, what is the percentage split between Medicare and 
the beneficiaries? And are the copays covered? 

The President’s proposal for catastrophic coverage would prob- 
ably be quite expensive, but that is just looking at data on current 
drug spending by the elderly. It would be very easy to construct a 
benefit with a $3,000 stop-loss amount that could literally double 
the cost of the underlying program. The details are critical, but just 
on its face, the benefit would be quite expensive. 

Chairman Thomas. So, in other words, once we have priced the 
President’s program, we have a comfort level — again, because it is 
not an insurance program, it is a pre-paid benefit program, and you 
control all of the points, you can control the cost. It probably then 
would require not a grain of salt but a block of salt to accept any 
numbers that are currently discussed about a program which takes 
the President’s and adds on to that catastrophic. 

I think it is critically important that you people try to get us a 
number. I know it depends upon all of the points that you indi- 
cated, but you are going to have to give us some kind of a range, 
because I don’t think we can move forward in any real fashion if, 
in fact, your ruminations prove anywhere near close, and that is 
that this new proposal doubles the cost, which means, instead of 
roughly $40 billion over 5 years it is now $80 billion over five, espe- 
cially if it has built into it structures that might, in fact, promote 
utilization beyond the normal utilization increase that would occur, 
because, from what I have seen of data, the increase of cost of 
drugs, yes, are tied in part to the increased cost of the drugs, them- 
selves, but the overall cost is the utilization involved and more and 
more people using the slightly higher-cost drugs. 

That can create a snowball effect in which, over a 5-year period, 
given the incremental cost, could mean also your doubling could be 
off by 50 percent, and that is what begins to get frightening as we 
go forward in talking about working out a plan. 

The information you provide us will be absolutely critical. 
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Mr. Crippen. Mr. Chairman, if I might just add to what you 
have said, the price effect for a catastrophic benefit could be even 
greater than what has been mentioned here because of what hap- 
pens once you cross the threshold level. Say you are dealing with 
a regimen of drugs to treat a chronic illness. If the beneficiary’s 
costs for the drugs are above the catastrophic threshold, the bene- 
ficiary has no incentive to change unless there is a big copayment 
and the drug company has no incentive to keep the cost of the 
drugs down, particularly if they are drugs whose use is unique to 
the elderly. So there may be an even stronger price effect with a 
catastrophic benefit. 

Mr. Scanlon. And you set up a structure in which government 
holds the bag not only on a 50/50 deal through the process, with 
no one else concerned about keeping costs down, and then a struc- 
ture which conceivably could be the government holding 100 per- 
cent of the bag on the catastrophic. At some point, those bags get 
pretty heavy. 

The gentleman from California? 

Mr. Stark. Thank you. 

Dr. Scanlon, you point out a lot of the difficulties in imple- 
menting or controlling costs. Let me ask you this: We have got, my 
guess is, 200 million people in America using these pharmaceutical 
benefit managers, PBMs. Do you think that we should use them if 
we have a prescription drug benefit in Medicare? And, if we do use 
them, should we be writing the rules, these lists of items of how 
they should bid, or should we leave that to the administration? 

While they may create some problems, it seems to me that we, 
those of us who have a Federal benefit — most of us would have 
some kind of prescription drug benefit manager. I don’t know quite 
how it works. I know I get a copay, and I don’t know how the hell 
they figure it out, but I know we are using PBMs and General Mo- 
tors uses them. 

So would you advise us to use a prescription drug benefit man- 
ager? And how much detail would you say we should prescribe in 
legislation? 

Can you get a handle on that? 

Mr. Scanlon. Mr. Stark, I think that, in terms of laying out the 
cautions in our testimony, they are cautions to not have unrealistic 
expectations about what PBMs can accomplish in terms of admin- 
istering a Medicare drug benefit. They principally focus on this 
issue of control of cost. I think that, given I have seen Dr. 
Crippen’s testimony today, there is agreement between the two of 
us, in terms of this necessary caution regarding what PBMs can ac- 
complish from a cost perspective. That caution is already built into 
the numbers that CBO is providing you. 

The second part of our testimony deals with the fact that PBMs 
would provide a valuable service in terms of administering a Medi- 
care drug benefit. It is very important to be able to pay claims on 
a much more realtime basis than we currently do in Medicare, par- 
ticularly if we are going to have a structure in which an individ- 
ual’s cost-sharing obligation is going to shift, depending upon the 
amount of drugs that they have used during the course of the year. 

The other thing, from the quality perspective, is the role that 
PBMs potentially play in detecting interactions, which today are a 
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serious problem for elderly individuals. PBMs can potentially point 
out other medical factors that should be taken into account, 
through the type of technology and networks that they have. 

Now, the issue, in terms of how prescriptive you are to the Sec- 
retary, in terms of a PBM contract, that is one area which is laid 
out now in very general terms. I am not sure that we could help, 
in terms of being much more specific. But, during the course of this 
debate some more specifics may come out. It would be useful to in- 
struct the Secretary along those lines. 

At the same time, it is also probably important for you to have 
expectations that the Secretary is going to have to iterate to the 
best solution here — that, in terms of trying to negotiate with 
PBMs, nobody has gone out to the PBMs, themselves, and said, 
“Are you willing to play in this game and under what terms?” 

I think, once this process starts, we may find that the Secretary 
will come back to you and say, “We need to modify something,” and 
I think you should feel open to that in the sense that we don’t have 
experience here so it is hard to lay out the path from the outset. 

Mr. Stark. OK. Let me try two things on both of you. These are 
perceptions that I have, and I wonder how you both would react. 

Dan, you brought up the question of Medigap perhaps fostering 
over-utilization. At least Kaiser in California has done some stud- 
ies, and I think others have, and I don’t have a congenital objection 
to copays, but they found that a minimum, almost de minimis 
amount, like $5, was enough to deter over-utilization without keep- 
ing people from actually getting needed care, so that you didn’t 
have to get up to 10 percent, just a couple of bucks to make people 
stop and think. 

I wonder if both of you have either a perception that that is a 
correct understanding of what we could do, in which case it 
wouldn’t trouble me to use that. 

And then my second perception is that — and this is pretty loose, 
but that the catastrophic benefit would only cover, if we talk about 
3,000 out of pocket — that is assuming a 50 percent copay. We are 
talking about 6,000 in total purchase — that would only clock in for 
about 2 percent of the beneficiaries. 

Now, at that rate, my understanding is we would perhaps be 
talking about $5 billion a year, or, in round figures $25 billion over 
five. 

Now, there have been a variety of numbers suggested, and I am 
just picking the 3,000 — with a 50 percent copay — ^because it is a 
perception that I have that that might put us in the ball park of 
about $5 billion a year. 

Is that close enough for government work, or am I way off? 

Mr. Crippen. Yes and no. Or, no and yes. 

I think we can be a little more precise here. The information I 
brought with me has a break at $5,000 and at $10,000 but not at 
$ 6 , 000 . 

Mr. Stark. OK. 

Mr. Crippen. Under a catastrophic Medicare benefit in 2000, 
beneficiaries who spent more than $5,000 annually on prescription 
drugs would spend, on average, $7,800; beneficiaries with drug 
spending over $10,000 annually would average $14,000. So I would 
suggest the answer is closer to $10 than$ 5 billion. 
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Mr. Stark. OK. 

Mr. McCrery. Will the gentleman yield a minute? 

Mr. Stark. Yes. What about the idea that that would affect 
about 2 percent of the beneficiaries? There’s a very fiat curve until 
you get out in the 90th percentiles, and then it jumps way up 
above $1,000 or so. 

Mr. Crippen. That is probably pretty close. 

Mr. Stark. Big percentage of the cost, but a very small — 

Mr. Crippen. Is it 40 percent of $60 billion? 

Mr. Stark. Really catastrophic. 

Mr. Crippen. Okay. Let’s return to the percentage of people cov- 
ered. 

Mr. Stark. Yes. 

Mr. Crippen. Among Medicare beneficiaries, 5.3 percent spend 
more than $5,000 annually on prescription drugs; 0.9 percent spend 
more than $10,000. You said 2 percent spend more than $6,000; 
that is clearly in the ballpark. 

Mr. Stark. But they probably use up a big chunk of the total 
cost of the drugs purchased. OK. 

Mr. Crippen. My colleague, Steve Lieberman, points out that the 
number I gave you is probably a little bit low on the amount of 
total spending. It looks more like $12 billion to $15 billion. 

Chairman Thomas. Will the gentleman yield? 

Mr. Stark. Sure. 

Chairman Thomas. On his explanation of the catastrophic, which 
is the first details I have heard, the plan that you outline then is 
that you take the President’s program, which would be a 50 per- 
cent match, to produce $2,000 50/50 coverage, thousand each. Let’s 
leave the premium aside for now. But then at $2,000 the Presi- 
dent’s program stops. He proposes in 2006 some catastrophic that 
would kick in with no details. 

Are you indicating that the democrats’ plan that they outlined 
yesterday would then have a catastrophic that would begin picking 
up once again a 50/50 payment at the 3,000 to get — 

Mr. Stark. My understanding, Mr. Chairman — and I will have 
my staff pull on my coattails here if I am off — is, regardless of 
what the copay and the — I think the cost sharing is 50/50, and I 
don’t know where that caps out, but the idea was that, after a ben- 
eficiary had spent $3,000 out of pocket, whether that was copay or 
full pay, that we would pick up from there on all expenses. 

Now, I assume that if there was a 50 percent copay up to $3,000 
or $6,000 in drugs, that is how it would — in other words, if it were 
a continuous benefit and in the first $6,000 of purchases you paid 
50 percent, you would be 3,000 out of pocket. You can say it one 
way or the other. And then over that the government would pick 
up all the balance. 

Now, it could be that if you are talking a max of 2,000 in the 
primary benefit, then there is a chunk of money where the bene- 
ficiary would be paying the full price of the drugs without any 
copay, but, in any event, the numbers that I have heard bandied 
about would be about 3,000 out-of-pocket, I believe, the copay thing 
aside, and then we pick up the balance. 

It depends on how you estimate the underlying — 
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Chairman Thomas. Yes. That is significantly different than has 
been reported, and I can understand that the reporters would not 
be able to get that accurate, given the information they had, be- 
cause I thought we had just invented a new category of cata- 
strophic in which the beneficiary pays 50 percent of the cata- 
strophic cost — 

Mr. Stark. No. I didn’t mean to imply that. 

Chairman Thomas. — which is not — ^yes, which is a new and novel 
idea. 

Mr. McCrery. If I might jump in? 

Chairman Thomas. Yes. 

Mr. Stark. Thank you both. 

Mr. McCrery. Mr. Stark, if I might jump in, if, in fact, your 
basic benefit stops at $2,000, as proposed by the President, then, 
as I figure it, your catastrophic plan would kick in after $5,000 of 
total spending on drugs. Would that be right? 

Mr. Stark. Excuse me — first of all, let me just back up a minute, 
if the gentleman would yield. 

Mr. McCrery. Sure. 

Mr. Stark. We are proposing that it would be 50 percent equal 
to $2,000 the first 2 years, then it would go to 3,000, then 4,000, 
and then 5,000. 

Chairman Thomas. Those are out-of-pocket expenses? 

Mr. Stark. No. Those are 50 percent of annual limits. So at the 
max we would be paying 50 percent of $5,000, which is $2,500. 
Then, in effect, the beneficiary would have to pay the next $500, 
or 100 percent of the prescription, and after that the $3,000 cata- 
strophic would clock in. 

Now, you could drop it to $2,500 to make it seamless, but the 
cost goes up. You could move that catastrophic up to 4,000 — and 
all I have ever tried to do is keep it easy to explain, both to my 
colleagues and to my constituents — and make it as seamless as 
possible. 

I am on a bill that says you have got to pay that first couple of 
hundred out of pocket. We are going to end up, if there is a benefit, 
trying to make the most convenient benefit out of the dollars we 
have to spend, and so I think I have explained to you as accurately 
as I know what the benefit is. 

Basically, it pretty much is a 50 percent copay, and then, after 
you run a couple or three thousand bucks out of pocket, it pays 100 
percent. 

Mr. McCrery. OK. I appreciate the gentleman going to that 
length to explain. I know you don’t have your proposal in concrete, 
as we don’t, and so I appreciate the gentleman letting us know that 
it is probably not the design of the plan. It is probably not as the 
press advertised it to be in the initial coverage of the announce- 
ment by the democrats that you would have a catastrophic benefit 
kicking in at $3,000 of total drug expenditures. That is — 

Mr. Stark. No. It does. 

Mr. McCrery. No. 

Mr. Stark. Yes. 

Mr. McCrery. It is $3,000 out of pocket. 

Mr. Stark. OK. Out of pocket, $3,000 — 

Mr. McCrery. Which would be about $5,000 — 
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Mr. Stark. Yes. 

Mr. McCrery. — of drug expenditures before the catastrophic 
plan would kick in, and that is a big difference. 

Mr. Stark. That is always the way I have explained it. 

Mr. McCrery. OK. And I appreciate very much the gentleman 
explaining that. 

Chairman Thomas. And the Chair is also pleased, because, given 
the new math approach, I am quite sure that the proposal that we 
have been working on and the proposal that you just announced, 
if you would use the traditional insurance language of how you 
begin to pay for and the catastrophic plan kicks in, we are amaz- 
ingly closer than I thought we were. 

Mr. Stark. Mr. Chairman, I will accept no math that I cannot 
do with my shoes and socks on, so it has to be simple. 

Chairman Thomas. I would say that one of the simpler ways to 
communicate with others is to use the math that everybody else 
uses, whether you have your shoes on or not. Once we work that 
out, I think it is amazing because my assumption is that Dr. 
Crippen’s estimate of doubling the cost was based upon the cata- 
strophic that went into effect at 3,000. Is that correct? So you were 
somewhat confused. 

Let the record show he was nodding his head in a vertical fash- 
ion. 

Mr. Stark. Yes. 

Chairman Thomas. That was our assumption because that is 
what everybody told us, so actually that is a positive, and I appre- 
ciate that. 

Does the gentleman from Louisiana wish to inquire? 

Mr. McCrery. Thank you, Mr. Chairman. 

I will ask this of either of you or both of you, and either can an- 
swer. 

Both of you have talked about the use of pharmacy benefit man- 
agers, PBMs. As we have talked about here today, I think all of 
us anticipate some usage somehow of these private sector entities 
to help us with our plans. 

In either your written testimony or your explanations orally here 
today, you have talked about a single PBM administering a Medi- 
care drug benefit would likely be subject to the same level of scru- 
tiny as a government entity, and that such scrutiny may com- 
promise the flexibility that PBMs typically have used in the private 
sector to generate savings. 

Could you elaborate on some of these constraints that could be 
anticipated and how those would diminish savings that are nor- 
mally enjoyed by private sector PBMs? 

Mr. Scanlon. I think it largely goes to the issue of transparency 
and the market size or the market leverage that a PBM, either a 
national one — I wouldn’t necessarily envision on the national basis 
the single PBM, but I would envision that there would be very de- 
tailed specification of what the benefit was going to be by the Sec- 
retary. That would effectively preclude negotiation on the part of 
private entities that were going to be contracting or severely limit 
sort of the negotiation that private entities are going to engage in 
that had the actual job of administering the plan. 
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But even if we went down to geographic areas and you consider 
that all elderly individuals who are the major consumers of drugs 
are now being bargained for by a single entity, that is incredible 
power with respect to the pharmacies, it is incredible power with 
respect to the manufacturers. 

Our sense is that the political process, in part, would say this 
has to be an open negotiation, to a degree, and we need to know 
what’s going on, because anybody that is left out, any pharmacy or 
any drug that is left out is going to be severely affected. 

That, I think, is not going to be conducive to negotiating the 
same level of discounts that PBMs have been able to do when they 
do it, in a sense, on a proprietary basis behind closed doors. 

Mr. McCrery. So if we went from the use of a single PBM to 
allowing multiple PBMs to compete, would that solve some of those 
problems? 

Mr. Scanlon. I think it solves or ameliorates some of those prob- 
lems and introduces new ones, because, I think, as you introduce 
multiple PBMs in a single area, just as we have the model for hav- 
ing multiple Medicare-nChoice plans in an area, we need to start 
to worry about the information that is provided beneficiaries so 
that they know what they are choosing when they choose a par- 
ticular PBM. We also need to be concerned about whether or not 
a PBM has structured a benefit or structured its policies so that 
it attracts a more favorable group of beneficiaries in terms of better 
health status. 

We need to think about whether and how we would have to risk 
adjust the payments to PBMs if we have multiple PBMs in an 
area. 

So it is an issue, in terms of both options, that we have chal- 
lenges that we need to think about how we are going to overcome. 

Mr. McCrery. And I agree, but if we go with a single PBM it 
seems to me that the challenges are more clear-cut and that we are 
less able to overcome those challenges than we are with a multiple 
PBM arrangement. 

One example, in the private sector, in current practice, PBMs ne- 
gotiate lower prices from pharmaceutical manufacturers by giving 
preference for a particular drug in a particular therapeutic class on 
what is called a “formulary.” That means that one drug in that 
therapeutic class would be favored, would be covered, and a com- 
peting drug would not be covered, or the formulary drug would be 
a lower price to the consumer than a non-formulary drug. 

But the President’s plan, for example, explicitly prohibits 
formularies. That is an example, I think, of how you talked about, 
if you have only a single PBM, it would be easier for the govern- 
ment to impose restrictions on it, making it more like a govern- 
ment entity, really, than a private sector entity. 

And if you, in fact, prohibit formularies, for example, and you re- 
quire a 50 percent flat copay, how would pharmaceutical benefit 
managers negotiate lower prices from pharmaceutical manufactur- 
ers? 

Mr. Scanlon. Mr. McCrery, I don’t think the President’s plan 
precludes a formulary. The President’s plan requires that every 
medically necessary drug be covered. But it also has an option for 
the entities that are administering the benefit in a particular area 
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to propose a cost sharing mechanism other than the 50/50 cost 
sharing mechanism, as long as it is budget neutral. 

So one could think of the cost-sharing mechanism somewhat akin 
to the tiered copayments that we are seeing in the private sector 
today, where a certain group of drugs have a lower cost sharing for 
beneficiaries associated with them and other drugs are going to 
have a higher cost sharing associated with them, and generics and 
ones that are on the formulary would be the ones that would have 
the lower copays. 

Mr. McCrery. ok. So the President’s plan then could accommo- 
date some different treatment for different drugs, as long as it was 
a budget-neutral arrangement? 

Mr. Scanlon. Yes, it could. 

Mr. McCrery. That is interesting. But, even if that were the 
case, though, if you only had one PBM, it would seem to me to be 
a less-effective tool than if you had multiple PBMs competing with 
different drug manufacturers. 

Mr. Scanlon. Well, I think if the PBM was unrestrained it actu- 
ally would have a lot of leverage, in terms of negotiating prices. 

Mr. McCrery. Sure. 

Mr. Scanlon. But I don’t think we would allow — 

Mr. McCrery. That is the very reason we would have to impose 
restrictions. 

Mr. Scanlon. Right. One of the concerns about the size of the 
Medicare Program is how it can potentially disrupt the market. 

Mr. McCrery. Right. 

Mr. Scanlon. Therefore, you wisely have, on many occasions, 
put limits on in terms of how Medicare is going to behave in the 
market. 

Mr. McCrery. Right. OK. 

Mr. Stark. Would the gentleman yield at that point? 

Mr. McCrery. Sure. 

Mr. Stark. This question of the number of PBMs, how many did 
you envision? 

Mr. McCrery. More than one. 

Mr. Stark. Well, here’s an issue that came up — and more than 
one doesn’t trouble me — but if we have 10 million people eligible 
for this benefit — is that ball park? Dan’s nodding his head. 

Mr. Crippen. That is the number who are currently uninsured. 

Mr. Stark. Yes. And we would pick up more. But if we had 50, 
you would cut the bargaining power, because, Kaiser, alone, has al- 
most six million people it could bid for. 

Would the gentleman feel comfortable that, while we want more 
than one PBM, we ought to not have so many as to dilute their 
bargaining power? 

Mr. McCrery. I think that would — I think the market would 
take care of that, but I understand the gentleman’s point. 

Mr. Stark. Yes. You have got to give them enough business — 

Mr. McCrery. Sure. 

Mr. Stark. — to have the bargaining power. 

Mr. McCrery. Yes. 

Chairman Thomas. And, just coincidentally, I am going to yield 
to the gentlewoman from Florida. I assume she was aware of the 
President’s program in which, in essence, in a budget-neutral way. 
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certain diseases would be privileged over others based upon a for- 
mulary that was required to be budget neutral, but in which cer- 
tain drugs could be purchased at a relatively cheaper price than 
other drugs. 

Is that a correct assessment of what you said about the 
mechanism — 

Mr. Scanlon. Well, I — 

Chairman Thomas. — for formularies under the President’s plan? 

Mr. Scanlon. That would be an issue that would have to be ad- 
dressed by the Secretary in terms of accepting a formulary pro- 
posal. If a formulary were not to include drugs from every thera- 
peutic class, then in the private sector today most third party pay- 
ers and most employers would reject it. So the issue would be, 
would the Secretary also reject a formulary that didn’t have a drug 
in every therapeutic class. 

Chairman Thomas. You could have a drug in every therapeutic 
group, but you said that the President’s plan would allow an ad- 
justment in a budget neutral way of buying down the cost of par- 
ticular drugs within that structure. 

Mr. Scanlon. But I don’t think it would — 

Chairman Thomas. Which means, based on the particular drugs 
that are cheaper, particular diseases would be privileged over oth- 
ers on the cost of the drugs to treat them. 

Mr. Scanlon. It would be a question of whether there were 
drugs within the therapeutic class that were only for certain dis- 
eases and others for other diseases, because I think that you could 
structure it in a way that no disease was favored, but there would 
be an effort to try to steer drug utilization to favored drugs. 

Chairman Thomas. I think what it fundamentally does is under- 
score the fact that there is no single best path; that there are a 
number of choices that are going to have to be made where there 
are virtually tradeoffs on every option. Unfortunately, that is too 
much like the real world, and we are going to have to engage in 
that as we make decisions. 

You might get a bargaining price between PBMs in a negotiated 
way, and you also could get a bargain price in a negotiated way 
with a single PBM, except the role of the government would be a 
bit more significant in that latter, or the President’s proposal, 
which means that the ability to influence through the govern- 
mental structure might be greater in the latter structure rather 
than the former. 

People who were able to get that manipulation would see it as 
a positive. Those who didn’t would see it as a negative. 

The gentlewoman from Florida? 

Mrs. Thurman. Dr. Crippen, in all of this let me ask you a ques- 
tion, then. Which would you score as getting the most savings? 
Multiple? One? 

Mr. Crippen. It depends on the restrictions that go with them, 
as my colleague, Mr. Scanlon, said in his testimony. You can think 
of PBMs as a surrogate for competition and what that can do. Cur- 
rently, PBMs perform two of three potential roles. One is price dis- 
counting. On the one hand, if there are restrictions on their pur- 
chasing power or what they have to bid on, for example, their abil- 
ity to achieve price discounts my be limited. On the other hand. 
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PBMs might be able to achieve large discounts because of the num- 
ber of people who would participate in a Medicare drug program. 
So it is not clear what the PBMs overall effect on price discounting 
would be. 

The PBMs’ second role involves utilization. PBMs do not control 
utilization, but they do monitor it. They will encourage you to use 
generic instead of name brand drugs, for example, but they will 
also monitor the drugs you take to prevent harmful drug inter- 
actions. 

A third potential role that PBMs do not often play but that may 
have the best chance of providing both savings and, more impor- 
tant, better outcomes for patients case or disease management. 
That would be most effective in cases in which we know that a cer- 
tain protocol works best for a specific disease. Generally, drug pro- 
tocols for people with chronic diseases have high total costs, or they 
can have, and those costs will probably increase as more new drugs 
enter the market. So the potential case management for PBMs to 
do is there, but it has not yet been realized. 

Whether it would be better to have one or five PBMs in a region 
is not clear. That really depends on the limitations placed on their 
activities, as Mr. Scanlon said. If you had a dozen PBMs, for exam- 
ple, but said, effectively, “You cannot have formularies, you cannot 
negotiate discounted prices, you cannot do these other things,” the 
larger number would not matter. 

Mrs. Thurman. OK. You need to help me through this a little bit 
then, because in your testimony you talked about Medicare bene- 
ficiaries with coverage spend an average of $769. Now, those bene- 
ficiaries generally would be under the plan you have just described 
that would give them the best disease management, correct? 

Mr. Crippen. Not necessarily. 

Mrs. Thurman. Isn’t that what’s happening today? I mean, that 
is, most of our seniors are under a managed care plan of some sort 
that goes out and supposedly is doing disease risk management 
and those kinds of things, correct? 

Mr. Crippen. There is some of that being done for Medicare 
beneficiaries who are in the Medicare-nChoice plans. Also, the num- 
ber of those plans is dropping. Although it depends on the kind of 
plan they are in. 

Mrs. Thurman. Right. 

Mr. Crippen. PBMs is shorthand for having a pharmaceutical 
manager and most of those arrangements are not in managed care. 
Most PBMs operate in the private sector, serving the non-Medicare 
population. But in theory, the managed care setting would be the 
most likely to provide a case management or disease management 
approach, which should include pharmaceuticals. 

Mrs. Thurman. In any of yours. Dr. Crippen — and I know that 
we don’t score this, but, even in the usage part of prescription 
drugs, can you look at all as to — ^because, I mean, risk disease, all 
of the kinds of things you just said — is there any savings to Medi- 
care in the long term of having a prescription drug benefit for sen- 
iors? 

Mr. Crippen. The evidence, Mrs. Thurman, is mixed. For some 
specific conditions — after heart attacks, for example — the appro- 
priate use of drugs could save you money, but we know of only a 
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few such conditions and there is evidence on both sides of the ques- 
tion. Some of it says you can save money, a lot of it says you can- 
not. So for the purpose of estimating costs, we do not assume that 
there are any savings, per se, for expanding prescription drug — 

Mrs. Thurman. But yet, if you talk to medical folks who say that 
the senior out there that cannot afford the prescribed drug comes 
in more often than the person who can continue their drug cov- 
erage or their prescription drugs as they were prescribed, so it 
would seem to me that there would be some savings, if not a lot 
of savings, in at least the hospital side of it. 

Mr. Scanlon. I think you might want to insert the word “net” 
in front of “savings” here, because I think the issue is that there 
are savings from particular drugs, substituting for both surgical 
procedures and hospitalizations, but there are also additional drug 
expenditures to deal with conditions that wouldn’t have been man- 
aged well before, and those that overwhelm those savings. 

Mrs. Thurman. Let me ask a couple more questions here quickly. 

I, quite frankly, don’t know that the private sector has done a 
very good job in negotiating discounted prices with drug companies. 
I don’t know with PBMs or whomever. I mean, we have seen a 
raise in drug prices 18, 20, 30 percent. 

Are we seeing those same increases in say, for example, the Fed- 
eral health employees increases, or are we getting a better savings 
through what we do already the Federal health plan? 

Mr. Crippen. Do we know? I would assume it is about the same. 

Mrs. Thurman. Evidently, GAO did a study that said we were 
getting about a 20 to 27 percent savings, I think, back in 1999 on 
FEHBP, as versus what is happening today in the private of 
about — we are actually going up about 18.3 percent. 

Mr. Scanlon. Mrs. Thurman, actually that study is a little older 
than 1999. 

Mrs. Thurman. OK. 

Mr. Scanlon. We may have used the information again. There 
is an important caveat to the information that I mentioned in my 
oral statement: The information is self-reported by PBMs and the 
plans, and it is not something that we were able to verify. But, this 
is the range of savings that they have reported. 

The issue is, though, that, while they may have accomplished 
those savings, they may not have influenced strongly the rate of 
growth, so that once you get the 14 percent out or the 20 percent 
out, that the rate of growth continues the same for these plans as 
it does for other sectors of the pharmacy market. 

I think FEHBP is very much like other private insurance, in the 
sense that we are contracting with insurance companies and they 
are turning around and contracting with PBMs, who may be serv- 
ing General Motors, who may be serving Xerox, or any other pri- 
vate sector organization, and negotiating with the same manufac- 
turers and the same pharmacies for the discounts. 

So I think they are not necessarily doing any better. There are 
no techniques that I know of that they have that nobody else uses. 

Mrs. Thurman. Would you say that is the same thing as with the 
VA? 

Mr. Scanlon. Well, the VA, I think, is in a different situation, 
in part because, one, it has some sort of legislative clout, in terms 
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of being able to gain a certain level of prices, and, second, it is a 
major bulk purchaser, and it is its own dispenser. 

Mrs. Thurman. Would Medicare be that same — 

Mr. Scanlon. Medicare is going to have to operate in the retail 
market, to a great extent. We are going to have to anticipate that 
beneficiaries are going to be able to go to local pharmacies and get 
their drugs, as opposed to how the VA dispenses, so I think that 
is a distinction that the VA has that Medicare may not have. 

Medicare is also so much bigger. It is also going to influence how 
it behaves and how we are going to tolerate it, how it behaves sort 
of in the pharmacy market. 

Chairman Thomas. I thank the gentlewoman for her line of ques- 
tioning, because it is exactly these kinds of questions that we have 
to explore. 

One of that confusing points, I think, that we have to begin to 
show a bit more discipline on as we discuss this is the price of 
drugs versus the expenditure to pay for the drugs, because we con- 
tinually talk about the price of drugs going up. As a matter of fact, 
between now and 2005 we are going to see a significant number 
of brand names kick over into the generic category, and the price 
of the drugs will go down, but the expenditures for drugs are going 
to go up b^ecause of the increased utilization, especially if we put 
in a program. So, as we go through this discussion, that is one line 
of reasoning that we have to keep straight. 

The other one — and her question about the number of PBMs is 
a good one, but I want to underscore the answer that she received, 
and that is, if you are really going to talk about cost containment 
or competition, which is another way of saying cost containment, 
the key to that is the freedom of the PBM to do what it thinks it 
needs to do, rather than the number of PBMs. 

If you have one PBM and you say you are only going to have one, 
but you let them do whatever they want to do to control the cost, 
that can be very effective. If you limited them significantly as to 
what they could do, you could have 50 of them in competition with 
each other but you are not going to get a significant reduction be- 
cause they are not able to do the very aggressive cost containment 
procedures that the private sector is currently engaged in. In fact, 
we have seen recent reports where some employers, because of 
their willingness to allow the aggressive cost containment of PBMs, 
are, in fact, not having to increase their cost to the consumer be- 
cause of the internal savings. 

Now, that is not an ongoing ability. You get some time line con- 
trol on that. 

Is that a fair way to assess what was said: That it is not the 
number of PBMs; it is the degree of freedom to allow for aggressive 
cost containment that would be the key to saving some money in 
that particular aspect of the program? 

Mr. Crippen. And the incentives you give the PBMs to achieve 
savings. 

Chairman Thomas. The other side of the coin. 

Mr. Crippen. Yes. 

Chairman Thomas. Any response to that? 

[No response.] 
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Chairman Thomas. But, see, the problem then goes back to Dr. 
Scanlon’s concerns, because in the private sector, of course, you 
have the ability to do that, and there are a lot of things that go 
on which produce a cheaper price, like tough negotiating on volume 
or a tradeoff on one drug versus another for increased utilization 
for a particular drug versus another in the marketplace. It would 
be very difficult for Medicare PBMs, no matter how much the arm 
length would be, because those kinds of transactions are probably 
going to have to be a bit more transparent. 

So I go back to my original point. There are going to be a ton 
of tradeoffs here that don’t allow us to use a direct analogy to the 
private sector, but, to a certain extent, we are going to have to talk 
about the traditional way in which the Health Care Financing Ad- 
ministration has dealt with medical pricing, payment, and over- 
sight, versus if we really want to try to get an effective prescription 
drug program, the traditional HCFA management techniques are 
probably least useful in this particular area of any that they have 
moved into, and we are going to have to examine that aspect fairly 
closely. 

Mrs. Thurman. Mr. Chairman, it would seem to me, when you 
have like we have with 39 million people, or however many people 
are out there, you are still in the best position as a negotiator be- 
cause you have that many people to share this risk over, with one 
benefit. 

Chairman Thomas. But you don’t, and that is where — unless you 
are going to drive out the single — see that pie chart up there? The 
single-largest segment of seniors who are Medicare beneficiaries 
are currently getting their drug coverage from their employer’s in- 
surance, and some of it is much richer. 

One of the interesting parts about the President’s plan was that 
it didn’t have a whole lot of impact because most people who have 
employer plans shrugged their shoulders and said the President 
cannot compete. 

To the degree we make it attractive, those employers are not 
mandatorily required to offer the program. That is why, in the 
President’s program, you incentivize people by paying them to stay 
in the program, so it really isn’t 39 million lives. 

Now, there are some things that we could do, for example, on 
sharing the high-risk portion of beneficiaries that would keep em- 
ployers in, if we created a pool that covered all Medicare bene- 
ficiaries, whether they got the insurance from employers or not. 
That would utilize the larger number. 

But, again, we are going to have to look at subsets of that as we 
deal with people ho have no benefit whatsoever today, people who 
would be moving from Medicaid, which might have a variety of pro- 
grams available in States, coming to a more-uniform Federal pro- 
gram, as the President envisions a shift over, with some degree of 
cost maintenance as we move through — people getting off of 
medigap because they are paying $2,100 for an H program and not 
getting much prescriptions, and they got into it because that was 
one of the only ways they could get prescriptions in the first place, 
and now they are getting a much better program. 

We talk about this as though it is purely additive and moving 
into a whole new area. There are a lot of high points on the topog- 
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raphy that, when we flood the plain, are still going to he there, and 
we are going to have to deal with them. 

Mrs. Thurman. That is true, but we are already starting to see 
Medicare choices and those people drop out of areas and drop out 
of plans because of the high increase in cost of — 

Chairman Thomas. But remember — 

Mrs. Thurman. Wait a minute. Can I finish? 

Chairman Thomas. OK. 

Mrs. Thurman. And so you are also going to start seeing that hit 
that 31 percent at some point. 

I will just tell you what happened yesterday. I had my insurance 
agents in to talk to me. They told me that they do a group policy 
insurance right now for a small company. They are going to in- 
crease the cost, alone, to that company for their premiums by 
$100,000, and the only thing that is driving that is prescription 
drugs. But, just as importantly, as they are doing that, they are 
dropping benefits off of their insurance because they cannot con- 
tinue to pay for everything. 

So maybe this is the issue: Whether it is in this debate or what- 
ever debate we have on prescription drugs, at some point we are 
going to have to get a handle on what is happening in this country, 
as compared to what is happening in other parts of the world. 

You know, I look at Mrs. Johnson over there, who is hitting up 
against Canada. You go to Texas, and you have got Mexico. You 
have got Maine passing legislation. You have got Florida passing 
legislation. 

Mrs. Johnson. I am sorry. 

Mrs. Thurman. We have got problems. 

Chairman Thomas. She has a time limit. 

One quick response. Medicare-nChoice is currently paying for 
drugs out of what would otherwise be the profit amount returned 
to HCFA. It is not a benefit, as we are defining, so that you will 
not get the cost squeeze on the prescription drug portion of the 
Medicare-nChoice program. It would be a dollar additive program to 
the basic benefits package, an entirely different universe of price 
support and structure, so any analogy to current practice of 
Medicare-nChoice without a prescription drug benefit versus what 
would happen if you added it simply is not relevant to the discus- 
sion of how, in fact, people will react and prices will be structured. 

The gentlewoman from Connecticut. 

Mrs. Johnson. I would just like to say, I think if we think that 
negotiation is going to solve the Medicare prescription drug cost 
problem, we are kidding ourselves. The hospitals are part of a na- 
tionwide buying group, and their drug costs went up — my local hos- 
pital’s drug cost went up 40 percent in a single year. 

Now, they are getting rock bottom prices. I don’t know that we 
can do better. That is one of the things I want to look at with you, 
although not at this moment, but I want us to look at what makes 
us think that government would get any lower prices than some of 
the very big purchasers, nationwide purchasing groups out there. 

But that is only one aspect. The big problem is the explosion of 
the number of drugs and the complexity of their structure. 
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But what I want to ask you is — and, Dr. Crippen, you got on this, 
because I am very afraid that we will legislate to the past in this 
bill. We have to legislate for the future. 

You mentioned disease management. One of my concerns about 
this whole approach of a beneficiaries manager is that I don’t — one 
of the problems we have had with pharmaceutical managers is that 
they manage the pharmaceuticals. They are not managing the 
health. 

There has developed in my District, and there are now across the 
country the embryonic kinds of companies that manage, under the 
doctor’s direction, health. And so, if you want to lower drug cost, 
you have to stick to the regiment. You have to exercise and you 
have to lose weight, if that is what your doctor has prescribed as 
your heart regiment. 

I don’t think that any benefit manager is going to be able to keep 
up on this industry that is developing, because it is holistic. It is 
much more complicated. You have to do it with the doctor involved. 

I think one regional benefit manager is going to keep us focused 
on price negotiations. That is not enough. That is not the future. 

So even multiple benefit managers — one of the reason I am inter- 
ested in multiple insurers is because insurers, because of their 
broader experience in workman’s company and disability law and 
a lot of areas where they are looking more holistically at managing 
health care for long-term recovery or managing chronic illness, 
they are more likely to be able to pair with this kind of disease 
management entity that is developing in our society. 

But if we lock in benefit managers — which, frankly, we have had 
a lot of trouble with, in my experience — we are legislating to the 
past using the tools of the past, and the real savings is going to 
be how do we hook high-cost drugs with other health initiatives to 
improve health at an affordable cost. 

So would you comment on that, on how we keep that in the mix 
and whether competing insurers might not be a more powerful tool 
than competing benefit managers. 

Mr. Crippen. Let me say two things. First as Mrs. Thurman 
noted, the Medicare-nChoice plans provide the closest thing we may 
currently have to a disease management application. In contrast, 
the fee-for-service sector has no incentives and no design that 
would give you the holistic approach you are talking about. 

But perhaps the ideal world — in the case of pharmaceutical man- 
agement, at least — would be one in which the pharmaceutical man- 
agers were at risk or were paired with an insurance company to 
create some incentive to manage the entire disease in a protocol. 
And so, if a PBM was put at risk or tied to an insurance 
company — 

Mrs. Johnson. So an insurance company in a competitive envi- 
ronment could use this issue of disease management and, you 
know, you would get a lower premium if you agree that, if you had 
a chronic disease, you would enter this kind of program, and, work- 
ing with benefit managers and chronic disease management compa- 
nies, the insurer could offer than a variety of packages. Some peo- 
ple only want fee-for-service. They don’t want to have anything to 
do with anyone telling them when, what, or anything about the 
rest of their lives, so they pay a higher premium. 
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The last thing I just want to put on the record is I am very con- 
cerned, Mr. Crippen, that in your estimates you have assumed that 
75 percent of those who now get coverage through their employers 
will move to this plan, because people who are getting benefit cov- 
erage through their employers — GM, some of the big guys — are get- 
ting better coverage. 

Why did you make the assumption that they would move to the 
public program, which is going to be fraught with difficulty, if the 
past is any indicator? 

Mr. Crippen. We assumed they would move because the general 
subsidy to the program from the taxpayers would give them an in- 
centive to move. That does not mean, however — 

Mrs. Johnson. Will that incentivize their employers to 
incentivize them to move? 

Mr. Crippen. Sure. But we are assuming at the moment — al- 
though I am not sure it is a valid assumption — that all of these in- 
surers would have continued their current level of benefits through 
wraparound provisions. So they would take the basic. 

Mrs. Johnson. I see. 

Mr. Crippen. — program — the President’s proposal, for example — 
but would then add to it with wraparound provisions. 

Mrs. Johnson. That makes sense. Thank you very much. 

I am sorry. I have to leave. 

Chairman Thomas. One second, if you can, this business of in- 
surance companies, we are talking about risk. We are talking about 
a national program. And there are entities which re-insure. It 
seems to me that there is a dollar amount that you can place on 
the assumption of risk and that you don’t need insurance compa- 
nies, as we know them, in terms of management of the program 
if PBMs, disease management structures, or a new entity that 
evolves in offering the prescription drug management program, not 
matter how complete it might be on the regiment involved, would 
be willing to play a role that we invented with the National Asso- 
ciation of Insurance Commissioners with the provider-sponsored or- 
ganizations in which you can assess risk. Risk would have a price 
that would be passed through to the re-insurance and the govern- 
ment would pay the price for that shared risk. 

And so you can utilize this management structure on a risk as- 
sumption basis, as well, which is simply identifying the cost of 
passing it through. 

So if an insurance company said, “We aren’t going to play in this 
business,” that doesn’t mean that we couldn’t create entities at the 
Federal level that would serve us very usefully in helping to 
produce a more-aggressive managed program. 

Is that a fair statement? 

Mr. Crippen. I think so. What I was trying to imply, in response 
to Mrs. Johnson, was that PBMs currently do not assume any risk 
and probably do not have a capital structure that would support 
them in doing that directly, whereas insurance companies — 

Chairman Thomas. Of course. 

Mr. Crippen. — historically have done exactly that and have the 
necessary capital. There may well be other entities that would 
evolve or could be formed, but again, to be optimal, they would 
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have to assume risk and have a capital basis to back up that as- 
sumption. 

Mrs. Johnson. But could the PBMs perform the role that is envi- 
sioned for them in the democrat’s proposal without assuming risk? 

Mr. Crippen. Yes, they could entirely. 

Mrs. Johnson, ^^at would be their motivation to control cost? 

Mr. Crippen. Whatever incentives the Secretary specifies, as I 
understand it. 

Mr. Scanlon. As it is currently structured, the PBMs would not 
be at risk and the incentives are not specified, but the Secretary 
has the discretion to create incentives for the PBMs to control cost. 

Mrs. Johnson. It would be very helpful if — and maybe your testi- 
mony does this. I didn’t get through all of it — but to have some bet- 
ter understanding of what incentives might create what economic 
effect, because, particularly if there is one entity, the likelihood 
that we will allow them the right to provide the incentives that 
would be most cost effective is, frankly, very small, in my esti- 
mation, one of the reasons why Medicare is in such deep there. 

Thank you very much for your thoughts. I look forward to work- 
ing with you as we try to work through these problems. I appre- 
ciate the quality of your work and of your testimony. 

Chairman Thomas. Thank you. 

Through no fault of his own, the gentleman from Maryland is no 
longer a Member of this Subcommittee; however, we are pleased to 
have him with us. But, before I recognize him, I just want to make 
one more point. 

Coming from a single-payer State, he might better understand 
this phenomenon of the fact that, in using hospitals as an example 
of tough negotiators, you do have to keep in mind that that nego- 
tiation occurs under a reimbursement structure in which there may 
not be as much incentive as you might think for very tough nego- 
tiations under an administered price structure, and that, when you 
talk about the price of drugs, comparing two aggressive negotiators 
probably isn’t the most meaningful comparison; it is looking at 
those seniors, who are the last bastion of retail payers of drugs, 
and what the cost would be through a negotiated arrangement, al- 
lowing them to get the benefits of group purchasing. 

A recent study by Lewin said that perhaps those costs could be 
reduced by 30 to 39 percent, which is fairly comparable to the Ca- 
nadian price, if you had aggressive, privately managed group pur- 
chasing structures. 

So ultimately we have to look the what the current price of drugs 
are to seniors, versus what the price would be if we brought many 
of these benefits. 

Once again, turn that facet a slightly different way and looking 
at it from a different perspective. 

The gentleman from Maryland. 

Mr. Cardin. Thank you, Mr. Chairman. 

Just one observation about Maryland. Maryland, of course, has 
negotiated rates for our hospitals by government. It is a govern- 
ment entity that negotiates the rates. We think that we are going 
to do even better than the Federal Government is doing, so, there- 
fore, we have built an incentive now in our rate structure to give 
our hospitals a little bit more money, assuming that we are going 
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to outdo the Federal Government on how you achieve cost savings 
within the hospitals. 

What I am interested in finding out is, in doing any of your esti- 
mates, have you assumed that the prescription drug proposal that 
the President has recommended would have, in and of itself, any 
impact on the number of Medicare beneficiaries that choose to go 
into Medicare-nChoice HMO? 

Mr. Crippen. Under the President’s proposal, we assume that 
fewer people would go into HMOs. 

Mr. Cardin. I assume that reduction would be based upon the 
assumption that people are going into HMOs or prescription drug 
coverage, and now they can get prescription drug coverage through 
a new part of Medicare, they no longer need to go into an HMO. 

Mr. Crippen. Right. 

Mr. Cardin. I assume that is the basis of that assumption. 

Let me challenge that for a moment, if I might. And no one can 
really crystal ball, with any degree of certainty, what is going to 
happen, but one of the things that we have found, since we 
changed the reimbursement structure for Medicare-nChoice, is that 
HMOs are having to charge significant premiums for seniors to 
join. They impose caps on their prescription drug benefits. They 
have done all these things in an effort to have a cost-effective pro- 
gram, because they are not reimbursed within their government 
payment for a prescription drug benefit. 

But if the President’s plan were to become law — and one of the 
major differences — and Mr. McCrery did not point this out when he 
was questioning the administrator, but one of the major differences 
between the President’s proposal and the republican proposal is 
that, because the President puts it into the core plan, all private 
health care plans must include at least the benefit that is in the 
President’s proposal, so that tomorrow, if this were law, the HMO 
would have to offer at least this benefit, but they would be reim- 
bursed for it under their contract. 

Chairman Thomas. I tell the gentleman that there is no dif- 
ference in our plan in requiring that, as well. 

Mr. Cardin. In other words, all the HMOs would also have to 
provide — 

Chairman Thomas. Yes. 

Mr. Cardin. I didn’t know that. I appreciate that clarification. I 
thought that it was — so you have built it in also that all HMOs 
would have to cover the benefit. 

Chairman Thomas. Yes. We are currently grappling with the fact 
that Medicare-nChoice — we do not allow certain disease-identified 
folk to go into the Medicare-nChoice, but you certainly wouldn’t 
want to create an option on a basic addition to the program like 
prescription drugs, and we are trying to deal with both of those 
problems at the same time. 

You would have a full spectrum of choice to all folks who are cov- 
ered by Medicare. 

Mr. Cardin. So the republican proposal then does put the pre- 
scription drug benefit within the core benefit of Medicare, but the 
only way that a senior can get it is either by joining a 
Medicare-nChoice or participating in a private prescription drug 
plan? Is that — 
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Chairman Thomas. Yes. And one of the reasons we wanted to do 
that was because, from the Medicare Commission experience, ev- 
eryone told us that the best way to deliver a new prescription drug 
program would be in an integrated medical setting, and the closest 
thing we have to an integrated medical setting today is the 
Medicare-nChoice program, so we would want to incentivize that. 

Mr. Cardin. Well then I think we are getting closer, Mr. Chair- 
man. I really do think we are getting closer. I didn’t realize that 
you had included in your core benefits the Medicare. If it is in- 
cluded in the core benefit of Medicare — the point I was going to 
raise, and the reason why I disagree, I think it would be an intu- 
itive conclusion that you don’t have to go into an HMO to get the 
prescription drugs, you could go in — there would be less people 
going into an HMO — is that now the HMOs are protected in the 
reimbursement structure, and they can now offer an HMO plan 
that doesn’t charge separate premium, that doesn’t have the risk 
factors associated with a prescription drug benefit because it is al- 
ready covered, in part, on the reimbursements they are receiving, 
and in our experience we have seen a reduction of HMO interest 
in the senior market. 

It would seem to me if we put it in the core benefit we are going 
to have an increased interest of private HMOs into the senior mar- 
ket because of the reimbursement structure. 

So what has happened in my own State of Maryland, where we 
have gone from eight HMO carriers under Medicare-nChoice, to now 
four, which will become three next year — at least no more than 
three next year — with none now that will not be charging a supple- 
mental premium, and 14 counties that don’t offer any coverage at 
all, it seems to me we have a much better chance, under the Presi- 
dent’s proposal, to be able to have more private interest in an HMO 
than we would otherwise. 

I just invite your observations to those thoughts. 

Mr. Crippen. Certainly. If reimbursement to Medicare-nChoice 
plans increased through this additional prescription benefit pro- 
posal, that would allow the plans to charge lower premiums or pro- 
vide better benefits. That could encourage more beneficiaries to 
choose the HMO option. However, on balance, CBO estimates that 
Medicare-nChoice enrollment would decline under the President’s 
full Medicare reform proposal, which includes other payment reduc- 
tions and changes in addition to a drug benefit. 

But, part of the story is also that we are looking now at fiat or 
declining growth, just as you suggested. It is certainly happening 
in Maryland. And so that might help reduce those trends, but it 
may not necessarily reverse them. 

Mr. Cardin. And let me just make one more observation, if I 
might, and that is, on the private, employer-based prescription 
drug benefits that are currently out there, mostly as wrap-around 
to what Medicare is providing, it seems to me a similar argument 
was probably made on Medicare part B, that, since the government 
provided Medicare part B, there would be no need for supple- 
mental, employer-sponsored insurance to cover other benefits. 

I think a similar argument would occur with prescription drugs. 
Yes, we are now covering, under the basic benefit of prescription 
drug plan, but it gives private insurance, employer-sponsored, an 
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opportunity to have a more fiscally viable wrap-around plan that 
may provide a much more generous prescription drug plan than 
they current provide, because, again, the government is now cov- 
ering a significant part of the cost through subsidy. 

Mr. Crippen. Sure. Again, if you give the employers more money, 
there is at least some prospect that they will split it with their em- 
ployees, which would mean better benefits. 

Mr. Cardin. So the final observation that I would have is that, 
by providing within the core benefit of Medicare a prescription 
drug benefit, it seems to me that every one of those Medicare bene- 
ficiaries, whether it is a person who has no benefits today, a person 
who has an employer-sponsored plan versus an HMO, a person in 
medigap, a person with other, all are going to benefit by Medicare 
having prescription drug within their core benefit, as recommended 
by the President. 

Mr. Crippen. That is a possibility. Again, we have made no as- 
sumption at this point about what employers are going to do, other 
than that we are quite certain that many of them will take advan- 
tage of the program. Some observers argue that one of the reasons 
employers have provided insurance coverage to their retirees is to 
give them a drug benefit that is not provided by Medicare. If the 
Congress enacted a Medicare drug benefit, employers might drop 
their supplemental coverage, altogether. 

Mr. Cardin. But they would run into political problems. If their 
supplemental protection was stronger than what is in the basic 
core program, they would run into a political problem trying to re- 
duce below what they currently are providing. 

Mr. Crippen. Possibly. 

Mr. Cardin. It is possible they will not increase it and take ad- 
vantage of the savings, themselves. I doubt if they would — if they 
were going to reduce it, they would reduce it now. 

Thank you, Mr. Chairman, for your patience. 

Chairman Thomas. Any additional final bites of the apple? 

[No response.] 

Chairman Thomas. I want to thank you very much. Obviously, 
we are looking forward to your continued, over time, analysis of ad- 
ditional permutations. 

My goal will be, in a cooperative way, to try to pulse the material 
to you so that we can do it in a timely fashion and have hearings 
in which the data has been available so that we will deal with less 
conjecture and more certainty in beginning to ferret out the choices 
that might be in front of us. 

Thank you very much. Once again, both of you and your support 
structures have performed an invaluable service for the House, and 
I thank you for that. 

The Subcommittee stands adjourned. 

[Whereupon, at 12:59 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 

Statement of Ameriean College of Physieians-Ameriean Society of Internal 

Medicine 

Summary 

The American College of Physieians-Ameriean Society of Internal Medicine (ACP- 
ASIM) is the largest medical specialty society in the country, representing over 
115,000 physicians of internal medicine and medical students. ACP-ASIM’s mem- 
bers provide the majority of medical care to adults in America, including Medicare 
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beneficiaries, and are therefore in a unique position to evaluate the need for and 
the appropriate structure of any proposed Medicare prescription drug benefit. 

ACP-ASIM strongly supports enactment this session of legislation to provide a 
prescription drug benefit with sustainable financing, with the highest priority going 
to help low-income beneficiaries. Such legislation must include key consumer protec- 
tions, particularly if the benefit is to be restricted by a formulary administered by 
pharmacy benefit managers (PBMs). Patients’ access to beneficial drugs must not 
be hindered by restrictive formularies — or other managed care controls — that are 
imposed by PBMs solely to reduce costs, without regard to safety, effectiveness, or 
ease of administration. Physicians should have the option of prescribing drugs that 
are not on the formulary without cumbersome prior authorization requirements. 
Beneficiaries should be informed of the impact of the formulary on both co-pa 3 mients 
and access to prescription drugs. Also, they should be promptly notified of changes 
in the formulary. PBMs or others defining a formulary should be required to consult 
with physicians on the drugs that are included in the formulary. 

Background 

Prescription drugs are an essential tool for treating and preventing many acute 
and chronic conditions. In 1965, when Medicare was first established, pharma- 
ceutical therapies were not as commonly available as they are now, and outpatient 
prescription drugs were not nearly as important a component of health care. Today, 
however, they are a primary form of medical care and often substitute for more cost- 
ly therapies, such as hospitalization and surgery. 

Pharmaceuticals are the fastest-growing component of national health expendi- 
tures. In 2000, national drug spending increased by an estimated 11% compared 
with 7% for physician services and 6% for hospital care. Since 1990, national spend- 
ing for prescription drugs has tripled. By 2008, that figure is expected to more than 
double from an estimated $112 billion today to $243 billion. (Source: HCFA, Office 
of the Actuary). 

The growing importance and increased use of prescription drugs have had a dis- 
proportionate impact on the elderly, who use prescription drugs more extensively 
than the general population because of high rates of chronic illness. Although the 
elderly represent only about 12 percent of the population, they account for over a 
third of spending on prescription drugs. It is estimated that 80 percent of Medicare 
beneficiaries use pharmaceuticals on a regular basis. Having drug coverage is a sig- 
nificant factor affecting whether Medicare beneficiaries fill their prescriptions. Lack 
of or limited drug coverage can expose beneficiaries to high out-of-pocket costs that 
may result in under-utilization of prescribed medications and adverse health out- 
comes. 

In response to the increase in utilization and costs of prescription drugs, managed 
care organizations have turned to cost-control techniques, such as the use of 
formularies and PBMs. In fact, PBMs currently manage an estimated 71% of the 
volume of prescription drugs dispensed through retail pharmacies that are covered 
by private third-party payers. Several bills pending in Congress, including the Ad- 
ministration’s proposal, would use PBMs to administer a Medicare drug benefit and 
give PBMs the authority to determine which drugs would be available to patients 
under such a benefit. PBMs are private companies that contract with health plans 
to limit the costs of prescription drugs by managing drug utilization and obtaining 
discounts from retail pharmacies and manufacturers. Formularies — lists of approved 
drugs that physicians are permitted to prescribe — are typically used by PBMs to 
limit access to expensive drugs. 

ACP-ASIM Concerns with PBMs 

As physicians, the members of ACP-ASIM know that the lack of prescription drug 
coverage can significantly reduce patient compliance with prescribed drug therapies. 
However, our members also recognize that the cost of prescription drugs is esca- 
lating at a rate far greater than health care spending generally and that legislation 
must work to create and maintain a careful balance between the need for a prescrip- 
tion drug benefit and the cost of such a benefit. It is critical, however, that cost not 
be the primary factor in structuring any prescription drug benefit program. 

Physicians constantly are forced to strike a balance between ensuring that their 
patients receive medication that is medically necessary and minimizing their pa- 
tient’s out-of-pocket costs. Formularies and/or PBMs that limit beneficiaries’ cov- 
erage, either in terms of increased copayments or deductibles, or by restricting the 
availability of certain medications, increase the likelihood that patients will not be 
able to comply with their physicians’ recommended regimens. Moreover, patients 
with serious illnesses requiring more costly medications may be particularly at risk 
if PBMs are allowed to restrict coverage to only the cheapest drugs. If drugs are 
prescribed that are not listed in the formulary, patients may be penalized with high- 
er out-of-pocket costs (increased copayments or deductibles). PBMs also monitor the 
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number and types of drugs that physicians prescribe to their patients. Physicians 
who prescribe more costly drugs may be pressured to give their patients less expen- 
sive — but potentially less effective — alternatives. All of these circumstances may re- 
sult in adverse health outcomes. 

PBMs need to consult with physicians on the drugs that are included in a for- 
mulary. They need to educate patients about how their prescription drug benefit 
works, what the impact will be on their out-of-pocket costs if they need a drug that 
is not on the formulary, and how to obtain approval for a drug that is not on the 
formulary list. Physicians should be able to prescribe beneficial “off-formulary” 
drugs to their patients, when supported by clinical evidence on effectiveness, with- 
out cumbersome prior authorization requirements. Beneficiaries and their physi- 
cians need to be promptly notified when formularies are changed or discontinued. 

ACP-ASIM believes it is critical that any authorizing legislation on a Medicare 
prescription drug benefit includes sufficient oversight of how PBMs operate. As pri- 
vate companies, PBMs can exert a great deal of influence over which drugs will be 
available to Medicare beneficiaries, without any accountability to the public for their 
decisions. The PBM industry makes their pricing decisions without public scrutiny, 
oversight or regulation. The PBM industry is highly concentrated, with the top three 
PBMs — Merck-Medco Managed Care, PCS Health Systems, and Express Scripts — 
together managing approximately 45 percent of prescriptions dispensed through re- 
tail pharmacies that are covered by private third-party payers. A Medicare drug 
benefit administered by PBMs needs to protect against potential conflicts of interest 
that can arise when a PBM is owned by a drug manufacturer, or has close ties to 
a drug manufacturer. ACP-ASIM supports the disclosure of any financial relation- 
ships between PBM companies, pharmacists and pharmaceutical manufacturers to 
patients and physicians. 

PBMs are coming under increasing scrutiny. The National Association of Insur- 
ance Commissioners is currently considering whether to recommend legislation to 
regulate the industry. Pending lawsuits contend that some pharmacy benefit man- 
agers have violated their duty to act in the best interest of patients. The U.S. De- 
partment of Justice is investigating possible illegal kickbacks at the two largest 
PBMs. ACP-ASIM believes that Congress should proceed cautiously in placing too 
much control of a Medicare prescription drug benefit program in the hands of phar- 
macy benefit managers. Cost-effective rather than cost-control practices reco^ize 
the patient’s well-being as primary and promote quality patient care. Patients 
should have access to effective treatment rather than the least expensive therapy. 
A prescription drug benefit will be a hollow promise to beneficiaries if it 
allows PBMs to deny them access to beneficial drugs principally on the 
basis of cost. 

(A list of ACP-ASIM’s recommended consumer protection principles is attached.) 

American College of Physicians-American Society of Internal Medicine 

Consumer Protection Principles for Medicare Prescription Drug Legisla- 
tion 

1. A method of pricing Medicare payments for prescription drugs should be in- 
cluded that will balance the need to restrain the cost of the benefit with the need 
to create financial incentives for manufacturers to continue to develop new products. 
Rigid price controls that will discourage innovation should be rejected. 

2. The use of formularies should not be mandated. If a formulary is instituted, 
by a PBM or otherwise, decisions on which drugs should be included and evaluation 
of physician prescribing patterns should be based on effectiveness, safety, and ease 
of administration, rather than just costs. 

3. Physicians should have the option of prescribing drugs that are not on the for- 
mulary (based on objective data to support a justifiable, medically indicated cause) 
without cumbersome prior authorization requirements. 

4. Beneficiaries should have access to comprehensive, accurate and understand- 
able educational and informational material about their prescription drug benefits; 
such material should include information on how the formulary functions and the 
impact of the formulary on co-pa 3 mients and/or deductible requirements, and access 
to prescription drugs. 

5. Beneficiaries and their physicians should be promptly notified (at least ninety 
days notice) when formularies are changed or discontinued. 

6. PBMs or others defining a formulary should be required to consult with physi- 
cians on the drugs that are included in the formulary. Formularies should be ap- 
proved on a regional basis by a professionally qualified body that includes practicing 
physicians using that formulary. 

7. Any request by a benefit manager to alter medication regimes should occur only 
when such requests are based on objective data supported by peer-reviewed medical 
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literature and which undergo review and approval of associated managed care orga- 
nizations’/managed behavioral health organizations’ pharmacy and therapeutic com- 
mittees. 

8. Physicians should continue to be able to prescribe covered drugs for accepted 
off-label uses. 

9. The prescription drug benefit should not require an expansion of prescribing 
privileges for non-physician health professionals beyond what can be supported 
based on their level of training. 

10. Issues of generic and therapeutic substitution under the Medicare program 
should be addressed through the development of a national system that would allow 
physicians who permit generic substitution to: designate substitution by only “A” 
rated generic drugs; require any prescription medication crossing state lines, such 
as those as part of a prescription filled by an out-of-state pharmacy, to use only “A” 
rated generic drugs if a brand name is not required by the prescribing physician; 
and require a national uniform policy regarding a phrase that can be used to denote 
the need for a brand name drug. 

11. PBMs should be required, with a patient’s consent, to provide treating physi- 
cians with all available information about the patient’s medication history. 

12. PBMs should be required to disclose to beneficiaries and their physicians any 
financial relationships among the benefit manager, pharmacists and pharmaceutical 
managers. 


Statement of Jaequeline Shannon, President, National Alliance for the 

Mentally 111 

Chairman Thomas, Representative Stark and members of the Ways and Means 
Subcommittee on Health, I am Jacqueline Shannon of San Angelo, Texas, President 
of the National Alliance for the Mentally 111 (NAMI). I am pleased today to offer 
NAMI’s views on proposals now before the Congress to expand the Medicare pro- 
gram to cover the costs of outpatient prescription drugs. In addition to serving as 
NAMI’s President, I am also the mother of Greg Shannon. Greg was diagnosed with 
schizophrenia in 1985. For the past 15 years, Greg and our entire family have strug- 
gled with his illness. Like so many of NAMI 210,000 consumer and family members, 
I am grateful that the Finance Committee is now poised to fill what has been the 
most significant gap in the Medicare program since its inception 35 years ago — out- 
patient prescription drug coverage. 

NAMI is extremely pleased that this critical issue is gaining significant bipartisan 
attention in Congress this year. As President Clinton observed in his State of the 
Union address on January 27, no one doubts that if the Medicare program were en- 
acted today outpatient prescription drug coverage would be included as part of the 
basic benefits package. As the Committee has heard from many witnesses on this 
issue, prescription medications played a relatively minor role in medical care back 
in 1965 when Congress passed, and President Johnson signed into law. Title XVIII 
of the Social Security Act. Today, advances in science and treatment have yielded 
new medications that have become our frontline of attack on major illnesses. 

This is certainly the case with serious brain disorders, probably more so than any 
other class of diseases. Back in 1965, someone diagnosed with a serious brain dis- 
order such as schizophrenia or bipolar disorder (manic-depression) was likely to end 
up spending much of their adult life in a public psychiatric hospital being treated 
with medications such as haldol and thorazine that were only marginally effective 
in treating symptoms and had serious, debilitating side effects. For many con- 
sumers, these side effects were as challenging as the symptoms of the illness itself 
and have been directly related to the problems many have faced in consistently ad- 
hering to treatment. Fortunately, advances in science in the last two decades, espe- 
cially in the development of a new generation of atypical antipsychotic medications 
for schizophrenia and selective serotonin reuptake inhibitors (SSRIs) for depression, 
have made it possible for many consumers to achieve a level of recovery never 
dreamed of decades ago. It is NAMI’s view that these new treatments — made pos- 
sible in large part through the bipartisan effort in Congress to increase federal fund- 
ing for brain research — are central to higher functioning and recovery. 

TWWIIA and its Role in Recovery from Severe Mental Illness 

Mr. Chairman at the outset I would like to thank you and all members of the 
Subcommittee who came together on a bipartisan basis last year to pass the Ticket 
to Work and Work Incentives Improvement Act. This new law addresses head-on 
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so many of the outdated and unfair eligibility rules in the SSDI, SSI, Medicare and 
Medicaid programs that forced beneficiaries to choose between a job and health care 
coverage. During debate over this legislation last year, and since its enactment, we 
heard from so many consumers and families who told of their frustrations at seeing 
genuine recovery from severe mental illness fall short because they were forced to 
quit a job or cut back their hours, notbecause of their illness, but because of fear 
of losing health coverage. 

While TWWIIA was a tremendous bipartisan accomplishment, it is a first step. 
Perhaps the most important next step that Congress can take to help people with 
mental illness, and all severe disabilities, go to work is to add an outpatient pre- 
scription drug benefit to Medicare. NAMI agrees that the 4.5 years of added Medi- 
care eligibility for SSDI beneficiaries included in TWWIIA will be critical in helping 
people to stay on the job longer. However, for too many people with severe disabil- 
ities on SSDI, this extended period of health care coverage comes with a benefit 
package that is inadequate. Moreover, the most overwhelming gap in the Medicare 
benefit package is coverage for outpatient prescription drugs. 

The Interests of Non-Elderly SSDI Beneficiaries Must Be Part of This De- 
bate 

NAMI recognizes that so many of the interests that come before this Sub- 
committee to offer their views on the issue of Medicare prescription drug coverage 
speak only to “coverage for seniors.” While this characterization of the issue may 
offer political simplicity, we believe that it excludes the population of Social Security 
recipients who need coverage for prescription drugs the most — non-elderly people 
with disabilities who are SSDI beneficiaries. Furthermore, NAMI would argue that 
it is non-elderly SSDI beneficiaries with severe mental illnesses who most need out- 
patient drug coverage. While some SSDI beneficiaries may need only coverage for 
acute care to achieve recovery and work, individuals with severe mental illnesses 
simply must have coverage for medications in order to even consider employment 
as an option. 

Currently, there are 1.3 million non-elderly disabled Americans on SSDI. Of this 
population, nearly 400,000 became eligible through a “mental disorder” under Social 
Security’s medically determinable eligibility standards. While this figure is not near- 
ly the size of the number of our nation’s growing elderly population, it does rep- 
resent an important population in the Medicare debate. First, people with severe 
mental illnesses come on to the cash benefit rolls earlier than any other disability 
category. The typical onset of an illness such as schizophrenia is late adolescence 
or early adulthood. Young adults with the most severe, disabling symptoms are like- 
ly to qualify for benefits within a year or so. Many depend on benefits for a large 
part of their adult life. By contrast, individuals who use SSDI as an early retire- 
ment program for injuries or chronic disabilities related to lifetime of manual labor 
stay on cash benefits for a brief period before moving into Social Security’s main 
retirement program. Thus, the long-term fiscal implications of SSDI beneficiaries 
with severe mental illness go beyond their numbers. 

Second, the lack of an outpatient prescription drug benefit in Medicare has impor- 
tant consequences for state Medicaid programs. While Title XIX is not under the 
jurisdiction of this Subcommittee, NAMI recognizes that any new Medicare prescrip- 
tion drug benefit is certain to have profound consequences on both beneficiaries and 
the States. Under the current system, many SSDI beneficiaries with severe mental 
illnesses are forced to spend down their assets and go into poverty to establish eligi- 
bility for Medicaid to get drug coverage. Once on Medicaid, these individuals must 
stay poor to keep their Medicaid coverage. Persons who are dual eligible for SSI and 
SSDI face similar concerns, as do so-called “disabled adult children,” who must 
move onto SSDI when their parents retire. This system also prevents many families 
from providing even the most modest forms of financial assistance to their sons, 
daughters and siblings with severe disabilities, out of fear of jeopardizing Medicaid 
eligibility. The TWWIIA will be a tremendous help to many consumers and families 
in this arena, but more needs to be done to ensure that people do not have to be- 
come poor, and stay poor for their entire adult life, just to access prescription drug 
coverage. 

What Does NAMI Want to See in a Medieare Outpatient Preseription Drug 
Benefit? 

1. Congress should ensure that any prescription drug program offered as part of, 
or as a supplement to. Medicare be made available to non-elderly SSDI beneficiaries 
under the same terms and conditions as those for seniors. Although election-year 
politics may make it tempting to focus on the nation’s growing elderly population, 
we are adamantly opposed to any program that would discriminate against non-el- 
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derly people with disabilities who are eligible for Title II benefits by establishing 
a program that either limits their eligibility or establishes terms or conditions that 
do not apply to seniors. Managed care plans such as Medicare Plus Choice and “pre- 
scription drug only” plans should be required to offer enrollment to non-elderly 
SSDI beneficiaries under the same rules and conditions as those for seniors. 

2. Prescription drug coverage under Medicare should be accompanied by the en- 
actment of parity for mental illness benefits. Currently, the Medicare co-payment 
for Part B outpatient services is 20 percent. This co-payment does not apply to men- 
tal illness treatment, however, which is only covered at a rate of 50 percent. There 
is also currently a lOO-day lifetime limit for inpatient psychiatric hospital treat- 
ment. Furthermore, only office-based therapy and partial-hospitalization mental 
health services are allowed under Medicare’s current coverage — no assertive commu- 
nity treatment or psychiatric rehabilitation is covered. NAMI urges that Congress 
use this historic opportunity to address a prescription drug benefit that also ad- 
dresses the discrimination in Medicare’s existing mental illness benefits. Neither the 
proposals put forward by the Bipartisan Commission on the Future of Medicare nor 
the Clinton Administration addresses this basic unfairness within Medicare. 

3. To the maximum extent possible, NAMI believes that a Medicare outpatient 
prescription drug benefit should be a national program benefit that is standardized 
throughout the country. The depth and scope of coverage for medications should not 
be dependent on where you live. While NAMI is not opposed to a State role in any 
program, there should be national standards that ensure reasonable similarities in 
coverage across the nation. 

4. Coverage should be adequate to finance the most expensive drugs for the treat- 
ment of serious and persistent mental illness. NAMI is concerned that the Presi- 
dent’s Medicare prescription drug proposal, as well as several competing plans in 
Congress, has a principal objective of providing a tangible benefit to a large number 
of people, rather than helping a small number of Medicare beneficiaries with high 
drug expenses. For example, in the President’s plan there is no limit on how much 
an individual would have to pay out-of-pocket for medications. Likewise, the benefit 
would begin immediately, regardless of an individual’s expenses. While such limita- 
tions may serve to keep premiums low so that large numbers of healthy Medicare 
beneficiaries will sign up for a voluntary program, these restrictions are likely to 
impose significant burdens on people with chronic and severe illnesses who rely on 
medications as their principal form of treatment. An examination of the costs of sev- 
eral key psychiatric medications indicates that, while many Medicare beneficiaries 
might be helped in meeting the high costs associated with their drugs, substantial 
gaps in coverage would likely persist under proposals such as the President’s. Aver- 
age annual costs for major psychiatric medications include: Clozaril ($6,200), Peixil 
($711), Prozac ($808), Risperidone ($2,800), zoloft ($852), and Zyprexa ($3,000). It 
is important to note that most people living with severe mental illnesses such as 
schizophrenia and bipolar disorder are prescribed several medications (including 
drugs to treat side effects) rather than a single drug. 

5. Medicare prescription drug formulary policies should not interfere with access 
to the newest and most effective medications for serious brain disorders such as 
schizophrenia and bipolar disorder. Medications for mental illnesses differ from one 
another — either in their effectiveness in treating specific symptoms or disorders, or 
in their side effects. There is solid evidence that newer medications offer advantages 
over conventional medications in either effectiveness or side effects. For example, 
most treatment guidelines now recommend newer antipsychotic medications as the 
drugs of first choice because they can be more effective in treating symptoms in 
some individuals and because their side effects may cause fewer short-term and 
long-term problems — and in particular, fewer cases of tardive dyskinesia, an irre- 
versible and potentially disabling movement disorder. 

However, some health plans (including many that now are a part of Medicare 
through the Medicare Plus Choice program) place restrictions on access to medica- 
tions. Sometimes these policies may be appropriate to avoid the inappropriate use 
of drugs or to encourage the use of generic equivalents. But often the limitations 
are designed primarily to discourage the use of more expensive medications. Limita- 
tions may take the form of a restricted formulary, in which only certain medications 
are covered by the plan, or a “fail-first” policy, requiring failed treatment with older, 
less expensive medications before allowing treatment with newer medications. 
NAMI supports efforts to ensure that Medicare (and all health plans participating 
in the program such as Medicare Plus Choice) offer access to all effective and medi- 
cally appropriate medications. If Medicare (or a participating health plan) uses a 
formulary, exceptions from the formulary limitation must be allowed when a non- 
formulary alternative is medically indicated. Moreover, procedures should be estab- 
lished whereby beneficiaries can appeal a decision to prescribe a specific medication. 
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Finally, Medicare (and participating plans) should not be allowed to require bene- 
ficiaries to switch from medications that have been effective for them. 

Conclusion 

On behalf of NAMI’s consumer and family membership, thank you for the oppor- 
tunity to offer our views on this critically important issue. NAMI looks forward to 
working with this Subcommittee and the entire Congress to ensure that the Medi- 
care program is modernized and preserved for generations to come and that its 
meets the needs of one of America’s most vulnerable populations, people with seri- 
ous, persistent mental illnesses. 
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